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In  the  District  Court  of  the  United  States  for  the 
Western  District  of  Washington,  Northern 
Division 

In  Bankruptcy,  No.  37440   (Re-opened) 

In  the  Matter  of 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
a  marital  community, 

Bankrupts. 

REFEREE'S  CERTIFICATE  ON  REVIEW 

To  the  Honorable  Lloyd  L.  Black,  United  States 
District  Judge: 

I,  Van  C.  Griffin,  Referee  in  Bankruptcy  in 
charge  of  this  proceeding,  do  hereby  certify: 

That  in  tlie  course  of  such  proceedings,  pursuant 
to  a  hearing  on  the  objections  of  Soren  N.  Jensen 
and  Anna  Jensen,  his  wife,  to  the  discharge  of  the 
bankrupts  from  a  liability  e^ddenced  by  a  judgment 
in  the  Superior  Court  of  King  County,  Washington, 
an  order  was  made  and  entered  on  the  23rd  day  of 
May,  1947,  denying  discharge  as  to  that  certain 
judgment  debt  of  Soren  N.  Jensen  and  Anna  Jen- 
sen, his  wife,  and  the  marital  comnninity  composed 
of  them,  in  Cause  No.  352943  in  the  Superior  Court 
of  King  County,  Washington,  and  granting  dis- 
charge as  to  the  remainder. 

That  on  the  29th  day  of  May,  1947,  the  bankrupts, 
feeling  aggrieved  thereat,  filed  their  petition  for 
review,  setting  forth  therein  the  errors  of  which 
he  comiT-lained. 
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Summary  of  Evidence 

Soren  N.  Jensen  and  Anna  Jensen,  his  wife,  filed 
objections  to  the  discharge  of  the  banknipts  on  the 
ground  that  their  debt  was  not  dischargeable  in 
bankruptcy  as  being  founded  upon  a  wilful  and 
malicious  injury  to  their  property.  The  [4*]  matter 
came  on  for  hearing  on  April  18,  1947,  at  which  time 
the  bankrupt,  Clarence  A.  Rees,  was  pi'esent  in  per- 
son and  was  represented  by  his  attorneys.  The  hear- 
ing w^as  continued  and  the  matter  came  up  again 
regularly  on  May  6,  1947,  at  which  time  it  was 
stipulated  in  open  court  by  Mary  A.  Burrus,  one  of 
the  attorneys  for  the  bankmpts,  and  Lady  Willie 
Forbus,  attorney  for  the  objecting  creditors,  that 
the  issue  raised  by  the  objectors  could  properly  be 
considered  by  the  Referee  and  that  he  cotild  de- 
cide said  issue.  This  stipulation  was  made  because 
of  the  somewhat  involved  and  perplexing  q'liestion 
as  to  whether  or  not  the  objection  may  pr<rperly  be 
presented  to  the  Bankruptcy  Court  or  should  be  re- 
served for  decision  by  the  court  which  entered  the 
judgment. 

No  oral  evidence  was  offered  by  anyone  at  the 
hearing.  There  was  offered  and  received  in  evidence 
from  the  record  in  the  case  of  Jensen  vs.  Rees, 
Cause  No.  352943  in  the  Superior  Court  of  King 
County,  AVashington,  the  following  exhibits: 

Bankrupts'  Exhibit  1,  Photostatic  copies 

Bankrupts'  Exhibit  2,  Photostatic  copies 


*  Page  numbering  appearing  a:  foot  of  page  of  original  certified 
Transcript  of  Record 
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Bankrupts'  Exhibit  3,  Copies  of  Findings  of  Fact 
and  Conclusions  of  Law. 

Bankrupts'  Exhibit  4,  Copy  of  Decree 

Creditors'  Exhibit  5  consists  of  copies  of  certain 
records  of  the  King  County  Property  Agent,  and 
was  offered  and  received  in  evidence  by  the  Referee, 
who  reserved  his  ruling  thereon  and  later  decided 
the  only  evidence  of  any  probative  value  in  said  ex- 
hibit was  a  notation  on  the  last  page  thereof  that 
there  were  no  improvements,  and  that  there  is  no 
statute  making  the  work  sheets  of  the  County  Prop- 
erty Agent  constructive  notice  to  the  public.  There- 
fore, in  his  opinion  the  Referee  disregarded  that 
exhibit. 

The  Referee  heard  oral  argument  from  the  at- 
torneys of  [5]  the  respective  parties,  considered 
their  briefs  submitted  in  support  of  their  several 
contentions  and  rendered  his  decision  on  objections 
to  release  from  judgment  and  made  and  entered  his 
Findings  of  Fact,  Conclusions  of  Law,  and  Order 
of  Discharge  of  Bankrupt.  The  contents  of  all  said 
documents  appear  from  the  originals  which  are 
herewith  transmitted. 

Papers  Transmitted 

1.  Objections  to  Discharge  of  Bankrupts. 

2.  Referee's  Decision  on  Objections  to  Release 
from  Judgment. 

3.  Findings  of  Fact  and  Conclusions  of  Law. 

4.  Discharge  of  Bankrupt. 

5.  Bariknipts'   Petition   for   Review. 
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6.  Bankrupts'  Proposed  Summary  of  Evidence 
Adduced  on  Hearing  of  Objections  to  Dis- 
charge. 

7.  Authorities  submitted  by  attonieys  for  bank- 
rui)ts. 

8.  Memorandum  of  Authorities  on  Question  of 
Debts  Not  Affected  by  Discharge  of  Bank- 
rupts submitted  by  attorney  for  creditors. 

9.  Answering  Brief  of  Clarence  A.  and  Evelyn 
E.  Rees. 

10.  Supplemental  brief  of  Judgment  Creditors. 

11.  Reply  Brief. 

12.  Bankrupts'  Exhibit  1. 

13.  Bankrupts'  Exhibit  2. 

14.  Bankrupts'  Exhibit  3. 

15.  Bankrupts'  Exhibit  4. 

16.  Creditors'  Exliibit  5. 

Dated  at  Seattle,  in  said  District,  this  8th  day  of 
July,  1947. 

Respectfully  submitted, 

VAN  C.  GRIFFIN, 

Referee  in  Bankruptcy. 

[Endorsed] :     Filed  July  8,  1947.  [6] 
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[Title  of  District  Court  and  Cause] 

REFEREE'S  DECISION  ON  OBJECTIONS  TO 
RELEASE  FROM  JUDGMENT 

Soreii  N.  Jensen  and  Anna  Jensen,  his  wife, 
filed  objections  to  the  discharge  of  the  bankrupts 
from  a  liability  to  them  evidenced  by  a  judgment 
in  the  Superior  Court  of  King  County,  Washington. 
In  response  to  notice  of  hearing,  the  creditors  aj)- 
peared  by  their  attorney.  Lady  Willie  Forbus,  and 
the  bankrupts  appeared  by  Clarence  A.  Rees,  one 
of  the  bankrupts,  and  by  David  J.  Williams  and 
Mary  E.  Burrus,  their  attorneys,  and  in  open  court 
stipulated  that  the  issues  raised  by  the  objectors 
could  properly  be  considered  by  the  Referee  and 
that  he  could  decide  said  issues. 

Certified  copies  of  the  Findings  of  Fact,  Conclu- 
sions of  Law,  and  Decree  were  offered  and  received 
in  evidence  without  objection,  and  there  were  of- 
fered certified  copies  of  other  documents  to  which 
objections  were  made,  but  all  of  the  offered  docu- 
ments were  admitted  in  evidence  with  the  under- 
standing that  their  competency,  materiality,  and 
probative  value  would  be  re-considered  in  hearing 
arguments  u]^on  and  passing  upon  the  merits  of  the 
case. 

Engaging  oral  arguments  were  made  at  the  hear- 
ing and  exhaustive  briefs  were  filed  by  the  attorneys 
for  the  bankrupts  and  the  objecting  creditors,  ^i'he 
Referee  has  read  with  keen  interest  the  many  au- 
thorities cited,  which  cover  a  large  number  [9]  of 
subjects  and  cases  in  which  some  i-ather  line  distinc- 
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tions  are  made,  and  there  may  not  be  complete  har- 
mony in  all  the  decided  cases.  However,  the  ques- 
tion here  presented  is  really  quite  simple,  and  it  is 
this : 

Was  the  obligation  upon  which  the  creditors' 
judgment  was  based  one  for  wilful  and  mali- 
cious injuries  to  property,  and  is  it,  therefore, 
not  dischargeable  in  bankruptcy  under  Section 
17  of  the  Banl^ruptcy  Act  ? 

The  authorities  are  well-nigh  uniforai  to  the 
effect  that  a  mere  conversion  of  property  does  not 
necessarily  amount  to  a  wilful  and  malicious  in- 
jury, and  that  in  considering  the  nature  of  the  acts 
or  transactions  upon  which  the  liability  and  judg- 
ment rest,  consideration  may  be  given  to  the  entire 
record  in  the  case  and  if  there  is  any  ambiguity  or 
uncertainty,  evidence  may  be  offered  even  outside 
of  the  record. 

The  only  exhibit  or  evidence  outside  of  the  rec- 
ord which  the  Referee  might  have  considered  as  hav- 
ing probative  value  was  the  fifth  page  of  the 
Creditor's  Exhibit  5,  which  was  a  certified  copy  of 
a  work  sheet  of  the  King  County  Property  Agent, 
which  contained  a  notation  that  there  were  no  im- 
provements. Inasmuch  as  the  Referee  knows  of  no 
statute  making  the  work  sheets  of  the  County  Prop- 
erty Agent  constructive  notice  to  the  public  and 
there  was  no  oral  evidence  that  the  contents  of  this 
document  were  brought  to  the  attention  of  the  bank- 
rupts, he  has  disregarded  that  exhibit. 

Of  great  and  controlling  importance  in  this  ef:Fe 
are  the  facts  that  the  buildings  belonging  to  the 
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Jensens  and  converted  by  the  Roes'  were  personal 
property,  had  been  severed  from  the  realty  in  a  lien 
foreclosure  against  "Doc"  Hamilton,  [10]  and  had 
been  physically  removed  from  the  place  they  were 
originally  constructed  and  probably  mistakenly 
placed  upon  Tax  Lot  4,  which  gave  rise  to  this  liti- 
gation. It  is  more  logical  to  believe  that  when  Clar- 
ence A.  Rees  filed  his  application  to  purchase  Tax 
Lot  4  (Bankrupts'  Exhibit  2,  page  5),  and  made 
his  bid  therefore,  the  sum  of  $50.00,  that  he  was 
bidding  for  the  land  and  not  for  the  buildings, 
which  of  themselves  were  worth  $1,000.00  or  more. 
These  circumstances  and  the  fact  that  the  bankrupts 
did  not  avail  themselves  of  the  privilege  of  taking 
the  witness  stand  and  explaining  what  motives  they 
had  or  what  possible  justifications  they  could  have 
in  converting  to  their  own  use  the  personal  property 
of  the  judgment  creditors,  leaves  the  Findings  of 
Fact  and  Conclusions  of  Law  upon  which  the  judg- 
ment is  based  unanswerable.  (Bankrupts'  Ex.  3  &  4). 

"Findings  of  Fact 

XVII. 

"*  *  *  That  the  houses,  sheds,  barns  and  each 
structure  now  upon  said  North  65  feet  have 
been  at  all  times  considered  as  pei'soiialty  by 
the  Plaintiffs  and  the  Defendant  Skirving;  and 
that  at  the  time  of  her  sale  of  said  property, 
to  the  Defendants,  Clarence  A.  Rees  and  wife, 
said  structures  were  not  included  in  the  snle 
and  lio  consideration  was  given  for  tliem,  or 
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either  of  them.  That  the  Defendants  Rees  and 
wife  never  at  any  time  believed  they  were  pur- 
chasing said  structures,  or  either  of  them, 
having  been  advised  at  the  time  of  their  pur- 
chase, that  the  buildings  were  no  part  of  the 
property  purchased. 

XVIII. 

'■'That  notwithstanding  the  facts  hereinabove 
set  out,  the  Defendants,  Clarence  A.  Rees  and 
Evelyn  A.  Rees,  his  wife,  on  or  about  January 
20,  1944,  took  possession  of  all  and  every  one 
of  the  structures  hereinabove  mentioned,  moved 
into  the  house  and  ejected  the  Plaintiifs',  ten- 
ants therefrom,  and  in  all  respects  converted 
said  property  to  their  own  uses ;  and  denied  the 
use  or  possession  of  same  to  Plaintiffs  and  their 
tenants ;  and  continue  to  do  so  up  to  the  present 
time,  although  the  Plaintiffs  collected  rent 
thereon  for  January  and  February,  1944,  and 
their  tenants  remained  in  possession  of  said 
houses  during  said  period.  [11] 

XIX. 

"That  the  fair  market  value  of  the  house 
and  other  structures  upon  the  North  65  feet  of 
the  Defendant  Skirving's  property  so  converted 
by  the  Defendants',  Rees  and  wife,  at  the  time 
of  the  conversion  on  or  about  January  20, 
1944,  was  $1,000.00. 
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Conclusions  of  Law: 

"IV. 

"That  the  Defendants,  Clarence  A.  Rees  and 
Evelyn  E.  Rees,  his  wife,  have  converted  per- 
sonal property  belonging  to  the  Plaintiffs,  con- 
sisting of  a  house,  shed,  barn  and  other  struc- 
tures situated  on  the  North  65  feet  of  the  De- 
fendants' property,  which  property  was  so 
located  thereon  by  agreement  of  the  Plaintiffs 
and  Defendant  Skirving,  and  was  at  all  times 
considered  as  personal  property  in  which  the 
Defendant  Skirving  never  at  any  time  claimed 
an  interest,  and  was  not  sold  to  the  Defendants 
Rccs  and  no  consideration  was  paid  by  the  De- 
fendants Rees  therefor. 

That   the   Defendants   Rees   and   wife   have 

be(!0oit3   unjustly  and   unlawfully   enriched   by 

their  conversion  of  Plaintiffs'  buildings  in  the 

amount  of  $1,000.00,  and  Plaintiffs  are  entitled 

to  judgment  therefor." 

The  principle  of  law  which  this  Referee  thinks  is 

controlling  in  this  case  was  well  expressed  in  the 

case  of  In  re  Freche,  109  Fed.  Rep.  620: 

"From  the  nature  of  the  case  the  act  *  *  * 
which  caused  the  injury  Avas  wilful,  because  it 
Was  voluntary.  The  act  was  unlawful,  wrongful 
and  tortuous,  and,  being  wilfully  done,  it  v^as, 
in  law,  malicious.  It  was  malicious  because  the 
injurious  consequences  which  followed  the 
wrongful  act  were  those  which  might  naturally 
ba  expected  to  result  from  it,  and  v/lncli  the 
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defendant  must  be  presumed  to  have  had  in 
mind  when  he  committed  the  offense.  'Malice' 
in  law  simply  means  a  depraved  inclination  on 
the  part  of  a  person  to  disregard  the  rights  of 
others,  which  intent  is  manifested  by  his  in- 
jurious acts.  While  it  may  be  true  that  in  his 
unlawful  act  Freche  was  not  actuated  by  hatred 
or  revenge  or  passion  towards  the  plaintiff, 
nevertheless,  if  he  acted  wantonly  against  what 
any  man  of  reasonable  intelligence  must  have 
knowTi  to  be  contrary  to  his  duty,  and  pur- 
posely i3re judicial  and  injurious  to  another, 
the  law  will  imply  malice   *   *  *. 

'''The  judgment  here  mentioned  comes,  as  we 
think,  within  the  language  of  the  statutes  rea- 
sonably construed  *  *  *."   [12] 

See  also:  .  ... 

Tinker  v.  Colwell,  193  U.  S.  463;    • 
Remington  on  Bankruptcy,  Vol.  7,  813; 
Bever  v.  Swecker,  116  NW  704; 
Smith  V.  Ladrie,  6,  ABR  NS  218. 
6,  ABRNS  218. 

The  case  of  Emigh  v.  Lohnes,  21  Wash.  (2)  913, 
is  relied  upon  and  extensive  excerpts  quoted,  but  a 
reading  of  that  case  will  disclose  that  the  facts  of 
that  case  were  very  different  from  the  facts  in  this 
case.  In  fact,  that  was  not  a  judgment  based  upon 
conversion  at  all  and,  therefore,  the  decision  in  that 
case  could  have  little  or  no  influence  on  the 
decision   in   this  case.     However,    in   the    decision 
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of  this  Eniigli  case  there  is  an  extensive  quota- 
tion from  the  case  of  In  re  La  Porte,  54  Fed. 
Suppl.  911,  but  the  decision  of  this  last-named  case 
does  not  go  any  further  than  to  hold  that  wilful 
and  malicious  injury  does  not  follow  as  a  matter  of 
course  from  every  act  of  conversion.  There  are 
many  cases  cited  in  the  answering  brief  of  the  bank- 
rupts in  v/hich  the  liability  was  based  upon  conver- 
sion, but  the  facts  of  which  would  not  establish  a 
wilful  and  malicious  injury  to  property.  Where  the 
original  taking  is  rightful,  as  where  one  loans  prop- 
erty to  another,  and  then  without  fault  of  the  bor- 
rower the  property  is  destroyed,  there  would  be  in 
law  a  conversion  but  it  would  not  be  wilful  and  ma- 
licious injury  to  property.  In  the  case  of  Brown  v. 
Garey,  196  NE  12,  cited  and  quoted  from  in  the 
brief  of  bankrupts,  it  was  pointed  out  that  the 
courts  must  examine  the  circumstances  of  each  par- 
ticular case  and  say  whether  it  finds  among  them  the 
elements  which  the  law  has  come  to  accept  as  badges 
of  wilfulness  and  legal  malice.  If  a  brokerage  firm 
which  accepts  securities  for  safe-keeping  and  is 
trustee  for  the  owner  co-mingles  these  and  pledges 
them  as  its  own  for  a  loan  or  sells  them,  it  is  guilty 
of  malicious  [13]  injury  to  property,  but  a  broker- 
age company  with  many  employees  who  keeps  its 
:  own  securities  and  those  of  its  customers  segiegated, 
but  by  some  inadvertance  a  customer's  securities  are 
pledged  for  the  brokei''s  loan,  the  broker  would  be 
,gui1ty  of  conversion  but  not  malicious  injury  to 
;  property. 
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In  this  case  the  Reeses  did  not  come  into  posses- 
sion of  this  personal  property  by  the  consent  of  the 
owner,  nor  by  inadvertence.  The  Findings  of  Fact 
and  Conclusions  of  Law  above  quoted  negative  any 
contention  that  when  they  bought  the  property  they 
thought  the  buildings  were  attached  thereto  as 
realty  and  that  they  were,  therefore,  the  owners 
thereof.  They  did  not  so  testify  and  the  evidence 
established  that  they  designed^  obtained  possession 
of  these  buildings  and  converted  them  to  their  own 
use  and,  therefore,  the  judgment  based  upon  said 
conversion  is  not  dischargeable  in  bankruptcy. 

Findings  of  Fact  and  order  may  be  presented  in 
accordance  with  this  decision. 

Dated  at  Seattle,  this  15th  day  of  May,  1947. 

VAN  C.  GRIFFIN, 

Referee  in  Bankruptcy. 

[Endorsed]:     Filed  July  8,  1947.  [14] 


[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND  CONCLUSIONS 

OF  LAW 

This  Matter  coming  on  for  hearing  on  May  6, 
1947,  before  the  Undersigned  Referee  in  Bank- 
ruptcy, pursuant  to  order  fixing  hearing  thereon, 
having  been  continued  from  April  18,  1947,  upon 
the  objections  of  Soren  N.  Jensen  and  Anna  Jen- 
sen, his  wife,  and  the  marital  community  composed 
of  them,  judgment  creditors  of  the  above-named 
bankrupts,  upon  the  ground  that  their  judgment 
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listed  among'  the  provable  debts  of  the  bankrupts 
is  not  dischargeable  in  bankruptcy  under  Section  17 
of  the  Bankruptcy  Act;  the  bankrupts  appearing  in 
person  and  through  their  attorneys  of  record,  Col- 
vin  &  Williams  and  Mary  E.  Burrus,  and  the  judg- 
ment creditors  appearing  in  person  and  through 
their  attorney  of  record,  Lady  Willie  Forbus,  and 
the  Trustee  heretofore  appointed  by  the  Court,  Ken- 
neth S.  Treadwell,  appearing  in  person;  and  the 
bankrupts  and  judgment  creditors  having  stipulated 
in  open  court  at  the  hearing  on  April  18,  1947,  that 
the  Referee  assume  jurisdiction  and  determine  the 
dischargeability  of  the  judgment  debt;  and  the  par- 
ties hereto  having  submitted  certain  Exhibits  to  the 
Court,  and  havins:  also  submitted  exhaustive  briefs 
upon  the  questions  of  law  involved  in  the  proceed- 
ing; and  the  Referee  having  considered  the  objec- 
tions to  the  Exhibits  and  deferred  his  ruling  thereon 
and  announced  that  the  whole  matter  would  be  taken 
under  advisement  and  a  written  opinion  filed  herein, 
thereupon  heard  the  oral  argument  of  counsel;  and 
now  having  read  and  considered  the  briefs  of  all 
counsel,  and  considered  the  objections  to  certain 
[15]  Exhibits,  and  having  heretofore  filed  its  memo- 
randum opinion  herein,  and  being  further  fully 
advised  in  the  premises,  now,  therefore,  the  Court 
hereby  makes  the  following 

Findings  of  Fact 

I. 

That  the  judgment  creditors  herein  obtained  a 
judgment  against  the  bankrupts  on  June  5,  1945,  in 
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the  Superior  Court  of  King  County,  Washington, 
in  Cause  No.  352943,  for  $1000.00  damages  and 
$64.90  court  costs,  which  said  judgment  remained 
unsatisfied  at  the  time  the  judgment  creditors  were 
adjudged  bankrupt.  That  said  judgment  is  listed 
among  the  debts  of  the  bankrupts,  from  which  they 
seek  a  discharge. 

II. 

That  the  judgment  was  based  upon  a  suit  for 
damages  for  the  intentional  and  unlawful  conver- 
sion of  certain  buildings  belonging  to  the  judgment 
creditors  situated  upon  real  property  purchased  by 
the  bankrupts,  which  buildings  were  severed  from 
the  realty  and  were  considered  and  known  to  all 
the  parties,  including  the  bankrupts,  to  be  the  per- 
sonal property  of  the  judgment  creditors,  and  were 
not  included  in  the  sale  of  the  real  estate,  and  no 
consideration  was  paid  therefor. 

These  facts  are  borne  out  by  the  Findings  of 
Fact  and  Conclusions  of  Law  of  the  King  County 
Superior  Court,  upon  which  the  judgment  was 
based  and  which  have  been  admitted  in  certified 
form  by  agreement  of  the  parties  hereto  as  Exhibits 
3  and  4  before  this  Court,  pertinent  portions  of 
which  are  as  follows: 


''Findings  of  Fact 


XVII. 

*****  That  the  houses,  sheds,  barns  and  each 
structure  now  upon  said  North  65  feet  have 
been  at  all  times  considered  as  personalty  by 
the  Plaintiffs  and  the  Defendant  Skirving ;  and 
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that  at  the  time  of  her  sale  of  said  property,  to 
the  Defendants,  Clarance  A.  Rees  and  wife, 
[16]  said  structures  were  not  included  in  the 
sale  and  no  consideration  was  given  for  them, 
or  either  of  them.  That  the  Defendants  Rees 
and  wife  never  at  any  time  believed  they  were 
purchasing  said  structures,  or  either  of  them, 
having  been  advised  at  the  time  of  their  pur- 
chase, that  the  buildings  were  no  part  of  the 
property  purchased. 

XVIII. 

''That  notwithstanding  the  facts  hereinabove 
set  out,  the  Defendants,  Clarance  A.  Rees  and 
Evelyn  A.  Rees,  his  wife,  on  or  about  January 
20,  1944.  took  possession  of  all  and  every  one 
of  the  structures  hereinabove  mentioned,  moved 
into  the  house  and  ejected  the  Plaintiffs'  ten- 
ants therefrom,  and  in  all  respects  converted 
said  property  to  their  own  uses ;  and  denied  the 
use  or  possession  of  same  to  Plaintiffs  and  their 
tenants ;  and  continue  to  do  so  up  to  the  present 
time,  although  the  Plainti:ffs  collected  rent 
thereon  for  January  and  February,  1944,  and 
their  tenants  remained  in  possession  of  said 
houses  during  said  period. 

XIX. 

"That  the  fair  market  value  of  the  house  and 
other  structures  upon  the  North  65  feet  of  the 
Defendant  Skirving's  property  so  converted 
by  the  Defendants,  Rees  and  wife,  at  the  time 
of  the  conversion  on  or  about  January  20,  1944, 
was  $1,000.00. 
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"Conclusions  of  Law 
IV. 

"That  the  Defendants,  Clarance  A.  Rees  and 
Evelyn  E.  Rees,  his  wife,  have  converted  per- 
sonal property  belonging  to  the  Plaintiffs,  con- 
sisting of  a  house,  shed,  barn  and  other  struc- 
tures situated  on  the  North  65  feet  of  the 
Defendants'  property,  which  property  was  so 
located  thereon  by  agreement  of  the  Plaintiffs 
and  Defendant  Skirving,  and  was  at  all  times 
considered  as  personal  property  in  which  the 
Defendant  Skirving  never  at  any  time  claimed 
an  interest,  and  was  not  so  sold  to  the  Defend- 
ants' Rees  and  no  consideration  was  paid  by 
the  Defendants  Rees  therefor. 

**That  the  Defendants  Rees  and  wife,  have 
become  unjustly  and  unlawfully  enriched  by 
their  conversion  of  Plaintiffs'  buildings  in  the 
amount  of  $1,000.00,  and  Plaintiffs  are  entitled 
to  judgment  therefor." 

That  upon  the  facts  submitted  to  this  Court  and 
the  above  Findings  and  Conclusions,  the  bankrupts 
took  the  personal  property  of  the  judgment  credi- 
tors, knowing  it  to  be  their  property,  and  inten- 
tionally used  it  and  continue  to  use  it  as  their  own 
and  now  assert  ownership  of  it.  [17] 

III. 

That  among  the  exhibits  offered  at  the  hearing 
of  this  matter  was  Judgment  Creditors'  Exhibit 
No.  5,  consisting  of  a  certified  copy  of  a  work  sheet 
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of  the  King  County  Property  Agent,  which  con- 
tained a  notation  that  there  were  no  improvements 
upon  Lot  4  which  was  property  adjoining  the 
Skirving  property  (on  which  the  buildings  were 
situated)  purcliased  by  the  bankrupts,  and  which 
property  tlie  bankrupts  made  application  to  pur- 
chase for  $50.00  from  King  County  just  after  they 
had  acquired  the  Skirving  property.  It  was  offered 
for  the  purpose  of  showing  that  the  bankrupts 
knew  they  were  purchasing  vacant  land  and  that  the 
buildings  were  not  on  Tax  Lot  4. 

The  bankru]3ts  objected  to  the  introduction  of 
the  Exhibit  on  the  ground  that  it  was  not  a  part 
of  the  original  record  in  the  Superior  Court  action. 

There  is  no  statute  making  the  work  sheets  of  a 
county  property  agent  constructive  notice  to  the 
public ;  and  there  was  no  evidence  introduced  at  the 
hearing  to  show  that  the  contents  of  that  portion  of 
the  Exhibit  was  ever  brought  to  the  attention  of 
the  bankrupts. 

Dated  and  Done  in  Open  ~  Court  this  May  23, 
1947. 

VAN  C.  GRIFFIN, 

Referee  in  Bankruptcy. 

And  from  the  foregoing  Findings  of  Fact,  the 
Court  makes  the  following 

Conclusions  of  Law 

I. 

That  the  facts  upon  which  the  judgment  of  the 
King  County  [18]  Superior  Court  were  based  and 
the  facts  presented  to  this  Court  show  a  wilful 
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and  intentional  conversion  of  the  judgment  credi- 
tors' property,  and  constitute  a  wilful  and  mali- 
cious injury  to  their  property;  and  the  judgment 
debt  is,  therefore,  not  dischargeable  in  bankruptcy; 
and  the  judgment  creditors  are  entitled  to  an  order 
excluding  their  judgment  from  the  provable  debts 
of  the  bankrupts. 

II. 

That  the  objection  of  the  bankrupts  to  the  intro- 
duction of  Exhibit  No.  5  of  the  judgment  creditors 
is  sustained,  and  the  Exhibit  is  refused  in  evidence. 

III. 

To  all  of  which  Findings  and  Conclusions  the 
Bankrupt  Rees  excepts. 

Dated  and  Done  in  Open  Court  this  May  23,  1947. 

VAN  C.  GRIFFIN, 

Referee  in  Bankruptcy. 

Presented  by 

/s/  LADY  WILLIE  FORBUS, 
Attorney  for  Judgment 
Creditors. 

Copy  Received  May  19,  1947.  Colvin  &  Williams, 
Attorneys. 

Copy  mailed  by  agreement  May  19,  1947.  Ken- 
neth S.  Treadwell,  Trustee. 

[Endorsed]:     Filed  July  8,  1947.  [19] 
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[Title  of  District  Court  and  Cause.] 

DISCHARGE    OF    BANKRUPT 

At  Seattle,  in  said  District,  on  the  23rd  day  of 
May,  1947. 

It  appearing-  that  Clarance  A.  Rees  and  Evelyn 
E.  Rees,  a  marital  community,  of  Kent,  in  the 
County  of  Kins^,  State  of  Washington,  were  duly 
adjudged  bankrupts  on  a  petition  filed  by  them  on 
the  10th  day  of  April,  1946,  and  that  said  bank- 
rupts a])peared  and  were  examined  at  a  meeting 
of  creditors  concerning  all  matters  which  might 
affect  the  administration  and  settlement  of  their 
estate  and  their  application  for  and  the  granting  of 
their  discharge;  and 

It  further  appearing  that,  after  due  notice  by 
mail,  objections  to  the  discharge  of  said  bankrupts 
from  the  judgment  debt  of  Soren  N.  Jensen  and 
Anna  Jensen,  his  wife,  and  the  marital  community 
composed  of  them,  were  filed  within  the  time  fixed 
by  the  court,  were  heard  upon  notice  as  required 
by  law,  and  were  sustained. 

It  is  ordered  that  the  said  Clarance  A.  Rees  and 
Evelyn  E.  Rees,  a  marital  community,  be  and  they 
hereby  are  discharged  from  all  debts  and  claims 
which  are  by  the  Act  of  Congress  relating  to  bank- 
ruptcy made  provable  by  said  Act  against  their 
estate,  except  such  debts  as  are,  by  said  Act, 
excepted  from  the  operation  of  a  discharge  in  bank- 
ruptcy, and  in  particular  except  that  certain  judg- 
ment debt  of  Soren  N.  Jensen  and  Anna  Jensen, 
[20]  his  wife,  and  the  marital  community  composed 
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of  them,  in  Cause  No.  352943  in  the  Superior  Court 
of  King  County,  Washington,  in  the  amount  of 
$1,064.90.  That  the  Bankrupts  Rees  except  to  each 
and  every  Finding  and  Conclusion  and  to  the  whole 
thereof  of  said  Findings  and  to  the  exemption  of 
the  debt  to  said  creditors  Jensen  from  the  discharge 
herein. 

VAN  C.  GRIFFIN, 

Referee  in  Bankruptcy. 

Presented  by: 

LADY  WILLIE  FORBUS, 

Attorney  for  Soren  N.  Jensen 
and  Anna  Jensen,  His  Wife. 

[Endorsed]:     Filed  July  8,  1947.  [21] 


[Title  of  District  Court  and  Cause.] 

ORDER  SUSTAINING  DECISION 
OF  REFEREE 

This  Matter  having  come  on  for  hearing  before 
the  Honorable  Lloyd  L.  Black,  one  of  the  judges  of 
the  above-entitled  Court,  on  August  6th,  1947,  upon 
the  Bankrupts'  appeal  from  the  decision  of  the 
Honorable  Van  C.  Griffin,  Referee  in  Bankruptcy, 
dated  May  23,  1947,  excepting  from  discharge  of  the 
bankrupts  a  certain  judgment  debt  of  Soren  N. 
Jensen  and  Anna  Jensen,  his  wife,  and  the  maiital 
community  composed  of  them,  in  Cause  No.  352943 
in  the  Superior  Court  of  King  County,  Washing- 
ton,   in    the    amount    of    $1064.90,    the    Bankrupts 
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appearing  in  person  and  by  their  counsel,  Colvin 
&  Williams  and  Mary  E.  Burrus,  and  the  judgment 
debtors,  appearing  in  person  and  by  their  counsel, 
Lad}^  Willie  Forbus;  whereupon  the  Court  pro- 
ceeded with  the  hearing;  and  each  counsel  having 
argued  the  facts  and  the  law  to  the  Court,  and  hav- 
ing submitted  written  briefs  in  support  thereof,  the 
Court  thereupon  took  the  matter  imder  advisement ; 
and  thereafter  the  Court  on  September  30,  1947, 
having  orally  announced  in  open  court  in  the  pres- 
ence of  counsel  and  their  representatives  that  the 
decision  of  the  Referee  dated  May  23,  1947,  is  sus- 
tained: [77] 

Now,  Therefore,  Be  It  Hereby  Ordered,  Adjudged 
and  Decreed  That  the  decision  of  Van  C.  Griffin, 
Referee  in  Bankruptcy  of  May  23,  1947,  excepting 
from  discharge  the  judgment  debt  of  Soren  N.  Jen- 
sen and  Anna  Jensen,  his  wife,  and  the  marital 
community  composed  of  them,  in  Cause  No.  352943 
in  the  Superior  Court  of  King  County,  Washing- 
ton, in  the  amount  of  $1064.90,  be  and  the  same 
hereby  is  sustained. 

Done  in  Open  Court  this  13th  day  of  October, 
1947. 

LLOYD  L.  BLACK, 
Judge. 

Presented  by 

/s/  LADY  WILLIE  FORBUS, 
Attorney. 

[Endorsed] :     Filed  Oct.  13,  1947.  [78] 
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[Title  of  District  Court  and  Cause.] 

COURT'S  ORAL  DECISION 

September  30,  1947 
Black,  J. 

The  Court :  I  have  asked  counsel  in  two  matters 
to  attend  at  this  time.  One  is  in  connection  with  the 
action  of  United  States  of  America  versus  Gephart 
and  wife.    Are  counsel  present  in  that  matter? 

Mr.  Dennis:     Yes,  your  Honor. 

Mr.  Todd:     Yes,  your  Honor. 

The  Court:  The  other  is  in  connection  with  the 
petition  for  review  in  the  bankruptcy  matter  of 
Clarence  A.  Rees  and  Evelyn  E.  Rees  as  a  mari- 
tal community.    Who  are  present? 

Mr.  Williams :  I  represent  the  bankrupt,  if  your 
Honor  please. 

A  Woman  Spectator  (In  Rear  of  Court  Room)  : 
Judge  Black's  secretary  said  I  could  come  for  Lady 
Forbus.   I  am  in  her  office. 

The  Court:  You  are  her  secretary?  You,  too, 
may  come  forward.  [79] 

I  am  going  to  take  up  the  matter  of  the  Rees 
bankruptcy  first  because  what  I  have  to  say  is 
going  to  be  less  lengthy. 

This  matter  has  been  before  the  Court  for  some 
time,  having  been  submitted  to  the  Court  in  August. 
In  brief,  the  referee,  upon  the  stipulation  of  coun- 
sel both  for  the  bankrupts  and  for  the  objecting 
creditors  that  he  might  decide  the  effect  of  the  dis- 
charge as  against  a  judgment  debt  of  Soren  N.  Jen- 
sen and  Anna  Jensen,  his  wife,  did  make  a  decision. 


24  C.A.  Bees  and  Evelyn  E.  Bees  vs. 

Pursuant  to  that  decision,  he  entered  a  discharge 
which  specifically  recited  that  that  certain  judg- 
ment debt  of  Soren  N.  Jensen  and  Anna  Jensen, 
his  wife,  and  the  marital  community  composed 
thereof  in  cause  No.  352,943  in  the  Superior  Court 
of  the  State  of  Washington  for  King  County  in  the 
amount  of  $1,064.90  was  not  covered  by  the  dis- 
charge. The  bankrupts  petitioned  for  a  writ  of 
review.  Such  discharge  was  entered  on  May  23, 
1947.  The  bankrupts  and  the  judgment  creditors 
agreed  as  aforesaid  that  the  Referee  in  Bankruptcy 
might  and  should  determine  the  effect  of  the 
discharge. 

The  bankrupts  are  not  complaining  that  the  Ref- 
eree acted.  The  bankrupts  on  the  contrary  state 
that  tlie  Referee  acted  incorrectly. 

I  have  given  serious  consideration  to  the  records 
of  the  entire  bankruptcy  matter  and  to  the  records 
as  admitted  [80]  in  evidence  in  the  Superior  Court 
action  upon  which  the  judgment  of  Mr.  and  Mrs. 
Jensen  was  based.  I  have  also  given  serious  con- 
sideration to  the  respective  briefs  of  the  parties 
and  been  aided  by  the  oral  argument  which  was 
presented  to  me  in  August. 

If  the  matter  were  before  me  as  a  matter  of  first 
impression  and  without  restriction  by  judicial  deci- 
sions of  courts  which  bind  me,  I  would  have  no 
great  difficulty. 

Section  35  of  Title  11,  U.S.C.A.,  provides  insofar 
as  applicable: 

"A    discharge    in    bankruptcy    shall    release 
a   bankrupt   from   all    of   his   provable   debts. 
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whether  allowable  in  full  or  in  part,  except 
such  as  *  *  *  (2)  are  liabilities  *  *  *  for  wilful 
and  malicious  injury  to  the  person  or  property 
of  another." 

With  no  decisions  to  guide  my  course,  I  am 
inclined  to  believe  that  I  would  consider  that  lan- 
guage as  not  protecting  the  judgment  of  Mr.  and 
Mrs.  Jensen.  But  I  am  bound  and  controlled  by  a 
forest  of  authority.  The  weight  of  authority  is  to 
the  effect  that  those  simple  words  include  inten- 
tional conversation  of  the  kind  which  Judge  Ron- 
ald in  his  findings  determined  occurred  on  the  part 
of  the  bankrupts  as  against  the  property  of  Mr.  and 
Mrs.  Jensen.  As  a  result,  I  feel  [81]  that  in  the 
light  of  the  authorities  which  control  me  I  must  sus- 
tain, and  therefore  I  do  sustain  the  decision  of  the 
Referee. 

The  opinion  of  the  Referee  as  found  in  the  files 
displays  that  sufficient  study  of  authorities  and  con- 
sideration of  the  findings  of  the  Superior  Court 
judge  as  make  unnecessary  any  substantial  dis- 
course by  me. 

It  may  be  that  had  I  heard  all  the  evidence 
which  was  presented  to  Judge  Ronald  I  might  have 
come  to  a  different  conclusion.  On  the  other  hand, 
had  I  heard  it  all,  I  might  have  decided  as  did  he, 
and  I  might  have  entered  findings  of  fact  which 
were  substantial  duplicates  of  those  which  he 
signed. 

If  Judge  Ronald  were  mistaken,  the  remedy  for 
Mr.  and  Mrs.  Rees  was  by  appeal  to  the  si-iie 
supreme  court.    No  appeal  was  taken. 
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T  may  say  this  fiirthei",  that  the  matter  has  been 
before  me  preliminarily  to  such  a  substantial  extent 
that  I  was  quite  well  acquainted  with  the  authori- 
ties and  with  the  arguments  prior  to  its  submission 
to  the  Referee.  In  the  first  place,  the  bankrupts 
asked  for  the  privilege  of  amending  their  schedules 
so  as  to  show  the  correct  address  of  judgment 
creditors.  This  application  for  amendment  was 
most  vigorously  contested  by  counsel  for  the  judg- 
ment creditors,  who  contended  the  Court  had  no 
authority  to  allow  an  [82]  amendment.  I  decided 
thnt  in  favor  of  the  bankrupts'  feeling  that  under 
the  showing  made  the  allowance  of  amendment  was 
fair  and  equitable.  Subsequently,  but  very  shortly 
thereafter,  application  was  again  made  to  the  Court 
by  the  bankrupts  for  an  order  of  this  Court  restrain- 
ing further  garnishment  proceedings.  Even  more 
vigorous  opposition,  if  that  be  possible,  was  made 
by  Senator  Forbus  contending  I  had  no  authority. 
I  decided  that  contention  against  her,  among  other 
things,  for  the  reasons  set  forth  in  my  oral  deci- 
sion of  November  26,  the  transcript  of  which 
appears  in  the  file.  I  said,  ''It  seems  to  me  that 
until  the  bankrupts  have  had  a  reasonable  o])por- 
tuiiity  to  secure,  if  they  are  entitled  to  secure,  a 
discharge  based  on  the  amendment,  that  the  bank- 
rupts should  not  be  harassed  in  this  forum  and  in 
another  forum  at  the  same  time." 

I  made  it  clear  on  that  day  that  I  was  7iot  obli- 
gating myself  to  do  more  than  what  I  could  to 
avoid  a  multiplicity  of  actions  and  a  multiplicity 
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of  forums  at  the  same  time.  I  believe  that  my  rul- 
ings both  as  to  the  amendment  and  as  to  the 
restraining  order  were  correct.  The  law  gave  the 
bankrupts  an  opportunity  to  have  their  day  in  court 
and  their  day  in  a  single  court  so  that  they  might 
present  their  contentions  without  the  threat  of  some 
other  court  acting  simultaneously.  In  other  words, 
I  recognize  [83]  that  in  law  as  well  as  in  physics 
the  same  body  cannot  occupy  two  spaces  at  the 
same  time. 

I  feel  I  have  no  right  to  go  further.  I  would  not 
be  justified  in  overruling  the  Referee  by  virtue  of 
the  feeling  that  I  have  that  were  there  no  decisions 
controlling  me  that  my  opinion  might  be  different. 
I  can  and  will  say  that  I  am  not  absolutely  certain 
that  the  Referee  was  correct.  However,  the  records 
here,  the  arguments  and  the  authorities  sufficiently 
indicate  that  he  is  correct  that  I  would  have  no  right 
to  reverse  his  conclusion.  I  am  not  indicating  that 
my  mind  is  evenly  balanced  as  to  whether  or  not  the 
Referee  is  correct.  Even  in  that  event  I  take  it 
that  I  should  allow  his  ruling  to  stand.  I  will  go 
further  and  say  that  I  think  it  considerably  more 
probable  that  he  is  right  than  that  he  is  mistaken. 
So,  of  course,  his  decision  is  sustained. 

Thank  you  for  coming. 

[Endorsed]:     Filed  Oct.  13,  1947.  [84] 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 

To  Sorcri   N.  Jensen  and  Anna  Jensen,  his  wife, 
Respondents,   and  Lady  Willie   Forbus,   their 
attorney,  and  to  the  Clerk  of  the  Above-En- 
titled Court: 
Notice  Is  Hereby  Given  that  Clarance  A.  Rees 
and   Evelyn   E.   Rees,   his   wife,   bankrupts   above- 
named,  hereby  appeal  to  the  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit  from  the  order  entered 
in  the  above  cause  by  the  Honorable  Lloyd  Black 
on  the  13th  day  of  October,  1947,  insofar  as  said 
order  svistains  the  Referee's  decision  excepting  the 
debt  of  respondents,   Soren  N.   Jensen  and  Anna 
Jensen,  his  wife,  from  discharge  in  bankruptcy. 
COLVIN  &  WILLIAMS, 

Attorneys  for  Petitioners. 
[Endorr^ed] :     Filed  Oct.  15,  1947.  [87] 
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CERTIFICATE  OF  CLERK  TO  TRANSCRIPT 
OF  RECORD  ON  APPEAL 

United  tStates  of  America, 

Western  District  of  Washington — ss. 

T,  Millard  P.  Thomas,  Clerk  of  the  United  States 
District  Court  for  the  Western  District  of  Wash- 
ington, do  hereby  certify  that  the  foregoing  type- 
written transcript  of  record,  consisting  of  pages 
numben^d  4  to  96,  inchisive,  is  a  full,  true  and  com- 
plete copy  of  so  much  of  the  record,  papers  and 
other  proceedings  in  the  aboA^e  and  foregoing  en- 
titled eaiir.e  as  is  required  by  the  Stipulation  and 
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Designation  of  Contents  of  Record  on  Appeal 
filed  and  shown  herein,  as  the  same  remain  of  record 
and  on  file  in  the  office  of  the  Clerk  of  said  District 
Court  at  Seattle  and  that  the  same,  together  with 
Bankrupts'  Exhibits  numbered  1  to  4,  inclusive, 
and  Creditors'  Exhibit  numbered  5,  the  originals 
of  which  are  sent  up  as  a  part  of  this  record  in 
accordance  with  the  stipulated  order  of  the  Court, 
constitute  the  record  on  appeal  from  the  Judgment 
of  said  United  States  District  Court  for  the  West- 
ern District  of  Washington  to  the  United  States 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit, 
dated  October  13,  1947. 

I  further  certify  that  the  following  is  a  true  and 
correct  statement  of  all  expenses,  costs,  fees  and 
charges  incurred  in  my  office  for  preparing  record 
on  appeal  [97]  herein  to  the  United  States  Cii'cuit 
Court  of  Appeals  for  the  Ninth  Circuit,  to-wit: 

Clerk's    fees    for   making    record,    certificate    or 

return: 

None  pages  at  40c $ 

93  pages  at  10c 9.30 

Appeal  fee  (Notice) 5.00     , 

Total    $14.30 

I  further  certify  that  the  costs  of  this  record 
have  been  paid  by  the  attorneys  for  appellants.; 

In  Witness  Whereof  I  have  hereunto  set  my 
hand  and  affixed  the  official  seal  of  said  District 
Court  at  Seattle,  in  said  District,  this  9th  day  of 
January,  1948. 

[Seal]  MILLARD  P.  THOMAS, 

Clerk, 
By  /s/  TRUMAN  EGGER, 
Chief  Deputy. 
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BANKRUPTS'  EXHIBIT  No.  1 

In  the  Superior  Court  of  the  State  of  Washington 
for  King  County 

No.  352943 

SOREN  N.  JENSEN  and  ANNA  JENSEN,  Hus- 
band and  Wife, 

Plaintiffs, 

vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
Husband  and  Wife, 

Defendants. 

NOTICE  OF  TRIAL  AMENDMENT 

Notice  Is  Hereby  Given  that  at  the  opening  of 
the  trial  on  the  merits  in  the  above  entitled  matter 
on  September  5th,  1944,  defendants  will  ask  leave 
to  amend  their  Answer  and  Affirmative  Defense  to 
allege  that  the  property  involved  in  this  action  was 
not  improved  by  a  five-room  dwelling  house  or  any 
dwelling  house  whatsoever  and  it  had  no  improve- 
ments except  possibly  one  or  tvvo  slieds  of  little  or 
no  value  on  said  property. 

[Seal]        /s/  DAVID  J.  WILLIAMS  and 
MARY  E.  BURRITS, 

Attorneys  for  Defendants. 
660  ('entrcil  Buildino', 
Seritlle  4,  Wrshiiigton. 

[P]ndorsed]:     Filed  August  31,  1944. 
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In  the  Superior  Court  of  the  State  of  Washington 
for  King  County 

No.  352943 

SOREN  N.  JENSEN  and  ANNA  JENSEN,  Hus-  ' 
band  and  Wife, 

Plaintiffs, 

vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
Husband  and  Wife, 

Defendants. 

MOTION  TO  AMEND  SUMMONS  AND  COM- 
PLAINT BY  ADDING  A  NEW  PARTY, 
AND  NEW  CAUSE  OP  ACTION. 

Come  now  the  Plaintiffs,  through  their  attorney 
of  record,  Lady  Willie  Forbus,  and  move  the  Court 
for  leave  to  amend  the  Summons  and  Complaint  in 
the  above  entitled  action  by  adding  one  Cora  J. 
Nessly,  also  known  as  Cora  J.  Skirving,  as  an  addi- 
tional Defendant  herein,  with  proper  words  and 
allegations  to  charge  her;  and  to  plead  a  new  cause 
of  action  to  conform  to  certain  newly  dis<50vered 
proof  for  the  recovery  of  the  real  property  and 
improvements  involved  in  this  action. 

This  motion  is  based  upon  the  records  and  files  in 
the   above   entitled   action,   certain   surveys  in   the 
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Banknipts'  Exliibit  No.  1 — (Continued) 
office   of   the    County   Engineer   of   King   County, 
Washington,  and  upon  the  affidavit  of  Plaintiffs' 
counsel  hereto  attached. 

LADY  WILLIE  FORBUS, 
Attorney  for  Plaintiffs,  1601  Northern  Life  Tower, 
Seattle,  Washington. 

State  of  Washington, 
County  of  King — ss. 

Lady  Willie  Forbus,  being  first  duly  sworn,  upon 
oath  deposes  and  says: 

That  she  is  the  Attorney  of  record  for  the  Plain- 
tiffs in  the  alcove  entitled  action. 

That  this  is  an  action  in  equity  to  set  aside  a  cer- 
tain County  Treasurer's  Tax  Deed  issued  to  the 
Defendants  herein  covering  certain  property  alleg- 
edly belonging  to  the  Plaintiffs,  and  to  forever  quiet 
title  to  the  property  described  in  said  tax  deed  in 
the  Plaintiffs. 

That  at  the  time  suit  was  brought  and  the  issues 
framed  by  the  litigating  parties,  it  was  the  belief 
of  all  said  parties  Plaintiffs  and  Defendants  that 
certain  improvements,  consisting  of  a  five-room 
house,  outhouse  and  sheds  of  the  reasonable  value 
of  app''oximately  $2,000.00,  were  located  upon  the 
property  described  in  the  Tax  Deed  and  likewise 
described  in  Plaintiffs'  and  Defendants'  pleadings. 

That  an  official  and  professional  survey  of  the 
^.property  described  therein  now  reveals  that  the  im- 
provements alleged  in  the  pleadings  are  not  within 
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the  boundaries  of  said  property,  but,  on  the  other 
hand,  said  improvements  are  located  upon  the  prop- 
erty of  the  owner  of  the  land  adjoining  to  the  South 
and  approximately  sixty-five  (65)  feet  distant  from 
the  boundary  line  of  the  property  involved  in  this 
litigation. 

That  one  Cora  J.  Nessly,  now  known  as  Cora  J. 
Skirving,  is  the  owner  of  the  legal  title  to  the  ad- 
joining property. 

That  the  said  Cora  J.  Nessly,  now  Skirving,  sold 
said  adjoining  property  on  real  estate  contract  to 
the  Defendants  in  this  action  on  or  about  January 
13,  1944,  and  that  said  contract  is  in  force  at  the 
present  time,  no  deed  having  been  issued  by  her  to 
Defendants  up  to  the  present  time. 

That  at  the  time  of  the  sale  on  contract  by  said 
adjoining  property  owner  to  Defendants,  no  men- 
tion was  made  of  the  improvements  upon  said  land ; 
and  at  no  time  was  there  within  the  contemplation 
of  the  parties  that  any  improvements  existed  upon 
the  property  or  any  consideration  was  being  paid 
therefor. 

That,  on  the  other  hand,  the  Plaintiffs  and  the 
Defendants  and  the  said  Cora  J.  Nessly,  now  Skir- 
ving, at  all  times  believed  that  the  improvements 
were  upon  the  property  of  the  Plaintiffs  involved 
in  the  Tax  Deed  and  in  this  litigation;  and  that 
Defendants  have  just  prior  to  the  trial  of  this  ac- 
tion, and  upon  discovery  of  the  facts  set  out  herein, 
given  notice  to  Plaintiffs  that  they  will  ask  leave 
to  amend  their  Answer  and  affirmative  defense  so  as 
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to  deny  that  the  aforesaid  improvements  are  upon 
the  prox)erty  of  Plaintiffs  described  in  the  Tax  Deed 
and  in  this  litigation. 

That  the  improvements  described  therein  are 
actually  situated,  according  to  survey,  upon  the 
North  65  feet  of  the  Southwest  Quarter  of  the 
Northeast  Quarter  of  Section  2,  Township  21  North, 
Range  5  E.  W.  M.,  lying  Southeasterly  of  the  North- 
ern Pacific  Railway  Right  of  Way  and  Westerly  of 
Jenkins  Creek,  in  King  County,  State  of  Washing- 
ton, which  property  is  included  in  the  adjoining 
property  sold  by  Cora  J.  Nessly,  now  Skirving,  to 
Defendants. 

That  since  June,  1929,  a  period  of  sixteen  years, 
the  Plaintiffs  herein  have  been  in  open,  notorious, 
continuous  possession  of  the  aforesaid  north  65  feet, 
without  let  or  hindrance,  interference  or  claim  of 
any  nature  whatsoever  of  the  said  Cora  J.  Nessly, 
now  Skirving,  with  her  personal  knowledge,  and 
remained  in  possession  and  continuously  claimed 
title  and  ownership  of  said  property  from  June, 
1929,  until  just  prior  to  the  institution  of  this 
action  when  the  Defendants  ejected  Plaintiffs'  ten- 
ants therefrom  and  took  forcible  possession  of  same. 
;  That  Plaintiffs  have  acquii-ed  title  to  the  afore- 
said North  65  feet  by  adverse  possession  from  the 
said-  Cora  J.  Nessly,  now  Skirving,  and  the  De- 
fendants herein,  and  is  entitled  to  have  her  title  to 
said  property  quieted  against  her  and  the  Defend- 
ants and  the  whole  world. 
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That  in  oi'der  to  have  a  full  deterniiualiou  of  the^ 
rights  of  all  the  parties  to  this  action,  and  in  order 
to  avoid  a  multiplicity  of  suits,  it  is  necessary  that 
the  said  Cora  J.  Nessly,  now  Skirving,  be  joined 
as  an  additional  Defendant  herein ;  and  that  the 
aforesaid  North  65  feet  of  the  Southwest.  Quarter 
of  the  Northeast  Quarter,  lying  Southeasterly  of 
the  Northern  Pacific  Right  of  Way  and  Westerly 
of  Jenkins  Creek,  situated  in  Section  2,  Tov^nship 
21  North,  Range  5  East,  W.  M.,  King  County,  State 
of  Washington,  be  included  in  the  property  covered 
in  this  litigation;  and  that  Plaintiffs  be  permitted 
to  add  as  an  additional  cause  of  action  against  the 
Defendants  herein  and  the  newly  joined  Defendant, 
Cora  J.  Nessly,  now  Skirving,  the  aforesaid  and 
additional  facts  to  establish  her  right  to  have  the 
aforesaid  property  and  the  improvements  thereon 
set  aside  to  her  and  quieted  in  her,  free  of  any  right, 
title,  or  interest  of  the  Defendants  or  Cora  J. 
Nessly,  now  Skirving,  to  same. 

That  this  motion  is  not  made  to  hinder  or  delay 
the  trial  of  this  action.  That  Plaintiffs  desire  a 
speedy  determination  of  their  rights  and  offer  to 
file  an  amended  complaint  within  a  period  of  three 
days,  or  such  shorter  time  as  the  Court  may  require. 
That  their  sole  reasons  for  interposing  this  motion 
is  to  have  a  complete  determination  of  the  contro- 
versy between  the  parties  and  all  parties  in  interest 
and  to  avoid  another  suit  to  establish  their  right  to 


36  C.  A.  Fees  and  Evelyn  E.  Bees  vs. 

Bankrupts'  Exhibit  No.  1 — (Continued) 
the  North  65  feet  of  the  adjoining  property  and 
their  improvements  thereon. 

LADY  WILLIE  FORBUS. 

Sworn  to  and  Subscribed  before  me  on  this  Sep- 
tember 2nd,  1944. 

GERALD  W.  MEIER, 
Notary  Public,  in  and  for  the  State  of  Washington, 
residing  in  Seattle. 

[Endorsed]  :     Filed  September  2,  1944. 

In  the  Superior  Court  of  the  State  of  Washington 
for  King  County 

No.  352943 
(In  Equity) 

SOREN  N.  JENSEN  and  ANNA  JENSEN,  Hus- 
band and  Wife,  Plaintiffs, 

vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 

Husband  and  Wife,  and  CORA  J.  NESSLY, 
now  CORA  J.  SKIRVING, 

Defendants. 

AMENDED  COMPLAINT 

Come  now  the  Plaintiffs  and  for  a  first  cause  of 
action  against  the  Defendants  allege: 

L 

That  Plaintiffs  and  Defendants  are  now  and  dur- 
ing the  times  herein  nientioTied  have  been  residents 
of  King  County,  Washington. 
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II. 

That  on  or  about  June  14,  1929,  Plaintiffs  pur- 
chased on  real  estate  contract,  from  the  Seattle 
Development  Company  of  Seattle,  Washington,  the 
following  described  property: 

That  portion  of  Government  Lot  No.  2,  Sec- 
tion 2,  Township  21  North,  Range  5  East  W. 
M.,  lying  Southeasterly  of  the  Northern  Pa- 
cific Railway  Company's  right  of  way  and  the 
West  330  feet  of  that  portion  of  Government 
Lot  No.  1,  of  said  Section  2,  lying  southerly  of 
said  right  of  way,  all  in  King  County,  Wash- 
ington. 

That  said  contract  was  recorded  June  27,  1929, 
in  Vol.  1435  of  Deeds,  page  409,  under  Auditor's 
File  No.  2545354,  records  of  the  office  of  County 
Auditor  of  King  County,  Washington. 

III. 

That  at  the  time  Plaintiffs  purchased  the  afore- 
said property  on  real  estate  contract  as  above  set 
out,  the  National  City  Bank  of  Seattle,  Washing- 
ton, held  a  first  real  estate  mortgage  upon  the  same ; 
and  that  said  mortgage  was  thereafter  foreclosed 
in  Cause  No.  236197  of  the  Superior  Court  of 
King  County,  Washington,  a  decree  of  foreclosure 
having  been  entered  therein  in  due  course. 

That  thereafter  and  on  or  about  December  19, 
1931,  said  propeity  was  offered  for  sale  at  public 
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auction  in  satisfaction  of  the  judgment  aforesaid, 
whereupon  the  Plaintiffs  became  the  best  and  high- 
est l)iddci'  for  the  same,  and  thereafter  on  January 
22,  1932,  tlie  Superior  Court  of  King  County  or- 
dered the  sale  confirmed.  That  thereafter  the  Sher- 
iff of  King  County  issued  a  Sheriff's  Deed  to 
Plaintiffs  covering  said  property,  which  deed  was 
recorded  on  December  20th,  1932,  in  Volume  1518  of 
Deeds,  page  201,  records  of  the  County  Auditor  of 
King  County,  Washington,  under  Auditor's  file  No. 
2744699. 

IV. 

That  in  the  year  1928  the  aforesaid  property  was 
segregated  by  the  Assessor's  office  of  King  County, 
Washington,  as  follows : 

(a)  That  portion  of  said  Grovernment  Lot  2, 
lying  southeasterly  of  the  Northern  Pacific  Rail- 
road Company  right  of  waj^  and  Westerly  of  the 
James  B.  Kline  Road,  Section  2,  Township  21 
North,  Range  E.  W.  W.  M.,  situated  in  King 
County,  Washington,  being  known  as  Tax  Lot  No.  4. 

(b)  That  portion  of  said  Government  Lot  2, 
lying  southeasterly  of  the  Northern  Pacific  Rail- 
road Company  right  of  way  and  Easterly  of  the 
James  B.  Kline  Road,  together  with  the  West  330 
feet  of  Government  Lot  1,  lying  southerly  of  said 
railroad  right  of  way,  situated  in  King  County, 
Washington,  being  known  as  Tax  Lot  No.  46. 
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V. 

That  both  the  real  estate  contract  issued  in  1929 
and  the  Sheriff's  Deed  issued  in  1932,  to  PlaintifPs, 
contained  the  legal  description  set  out  in  Para- 
graph II  as  one  single  tract. 

That  at  no  time  during  the  times  hereinbefore 
or  hereinafter  mentioned,  did  the  Plaintiffs  learn 
of  the  segregation  of  their  property  into  Tax  Lot 
No.  4  and  Tax  Lot  No.  46;  nor  did  they  learn  of 
said  segregation  until  just  prior  to  the  institution 
of  this  action. 

VI. 

That  during  the  year  1929,  after  the  Plaintiffs 
purchased  the  aforesaid  property,  one  Edna  T>. 
Hanson  purchased  the  vendor's  equity  in  Sub-divi- 
sion (b)  above,  being  Tax  Lot  No.  46,  from  the 
Seattle  Development  Company,  subject  to  Plain- 
tiffs' contract  of  purchase. 

VII. 

That  the  general  taxes  on  Tax  Lot  No.  46,  being 
Subdivision  (b)  above,  were  paid  December  31, 
1929,  by  the  said  Edna  D.  Hanson  or  her  agents, 
and  thereafter  by  the  Plaintiffs  in  this  action. 

That  the  general  taxes  on  Tax  Lot  No.  4,  being 
Subdivision  (a)  above,  were  unpaid  for  the  years 
1924  to  1927,  inclusive,  and  on  June  25th,  1930,  King 
County  foreclosed  its  certificate  of  delinquency  for 
said  general  taxes  in  Cause  No.  232197,  Superior 
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Court  of  King  County,  Washington,  which  action 
proceeded  to  judgment  and  a  tax  deed  covering  Tax 
Lot  No.  4  was  issued  to  said  King  County  on  April 
21st,  1932,  as  shown  by  King  County  Auditor's  File 
No.  2718790,  records  of  King  County.  That  Plain- 
tiffs had  no  knowledge  of  the  facts  herein  set  out 
until  just  prior  to  the  institution  of  this  action. 

VIII. 

That  during  the  month  of  March,  or  thereabouts, 
1930,  Plaintiffs  went  to  the  King  County  Treasur- 
er's office  at  the  Courthouse  in  Seattle,  Washington, 
and  requested  a  tax  statement  of  all  their  general 
taxes  due  to  date,  and  offered  to  pay  the  same, 
having  cash  in  his  hands  so  to  do.  That  the  Plain- 
tiff, Soren  N.  Jensen,  was  then  and  there  informed 
by  the  Deputy  Treasurer  on  duty  in  the  office  at  the 
time,  that  the  taxes  had  been  paid  by  the  said  Edna 
D.  Hanson,  through  her  father  John  A.  Hanson; 
and  that  no  taxes  were  then  due  at  the  time. 

That  being  ignorant  of  any  segregation  and  with 
no  knowledge  that  taxes  then  due  on  Tax  Lot  No. 
4  (Subdivision  (a)  herein)  had  not  been  paid, 
being  misled  and  repljdng  upon  the  statements  made 
to  him  by  the  Deputy  Treasurer,  the  Plaintiff  left 
the  office  without  paying  the  same. 

That  being  still  without  knowledge  of  any  segre- 
gation and  relying  upon  the  statements  made  to 
him  by  the  County  Treasurer  of  King  County,  the 
Plaintiffs  continued  to  pay  from  year  to  year  the 
taxes  shown  upon  tax  statements  issued  out  of  the 
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office  of  the  County  Treasurer,  at  all  times  believ- 
ing that  the  property  described  therein  was  all  of 
the  property  of  the  parties  purchased  on  contract. 

IX. 

That  since  June  14,  1929,  when  Plaintiffs  acquired 
the  aforesaid  property  and  up  to  the  present  time, 
Plaintiffs  have  been  in  the  continuous,  open  and 
uninterrupted  possession  of  said  property. 

X. 

That  said  property  consists  of  vacant,  pasture 
land  of  approximately  1.5  acres. 

XI. 

That  on  or  about  January  20,  1944,  King  County 
conveyed  to  the  Defendants  herein  under  Tax  Deed 
from  the  Treasurer  of  King  County,  recorded  Jan- 
uary 24,  1944,  in  Volume  2196  of  Deeds,  Page  528, 
under  Auditor's  File  No.  3361972,  records  of  said 
County,  the  property  acquired  by  foreclosure  on 
April  21st,  1932,  as  follows : 

(a)  That  portion  of  said  Government  Lot  2, 
lying  Southeasterly  of  the  Northern  Pacific 
Railroad  right  of  way  and  Westerly  of  the 
James  B.  Kinne  Road,  Section  2,  Township 
21  North,  Range  5  E  W  M,  situated  in  King 
County,  Washington,  being  known  as  Tax  Lot 
No.  4. 

said  Defendants  being  Clarence  A.  Rees  and  Eve- 
lyn E.  Reese,  his  wife. 
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That  said  sale  was  made  without  the  knowledge 
of  Plaintiffs,  and  they  did  not  learn  of  any  of  the 
transactions  connected  with  the  acquisition  of  said 
property  or  its  sale  to  the  Defendants,  Clarence  E. 
Rees  and  Evelyn  E.  Rees,  his  wife,  until  on  or  about 
the  14th  day  of  January,  1944,  w^hen  the  Defend- 
ant, Clarence  A.  Rees,  demanded  immediate  posses- 
sion of  said  propei'ty  from  the  Plaintiffs  and  their 
tenants. 

XII. 

That  the  Defendants,  Clarence  A.  Rees  and  Eve- 
lyn E.  Rees,  his  wife,  paid  to  Kir^g  Coimty  Treas- 
urer the  sum  of  Fifty  (50)  Dollars  for  said  prop- 
erty, together  with  the  costs  of  sale  thereof,  amount- 
ing to  approximately  $9.00. 

That  at  the  time  of  the  purchase  of  said  property 
the  Defendants  Rees  and  wife  knew  the  value  of 
said  property  to  be  greatly  in  excess  of  the  amount 
paid,  and  also  knew  that  Plaintiffs  were  ignorant 
of  the  pending  proceedings  for  the  sale  of  said 
property  by  the  Treasurer  to  them. 

XIII. 

That  at  the  time  of  the  issuance  of  the  deed  to 
Defendants  Rees  and  wife,  the  Plaintiffs  had  ten- 
ants upon  said  property  and  that  Defendants  Rees 
and  wife  demanded  that  said  tenants  immediately 
leave  the  premises  and  deliver  up  physical  posses- 
sion to  them;  and  that  immediately  thereafter  the 
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Defendants  Rees  and  wife  occupied  the  same  and 
so  occupy  it  at  the  present  time,  over  the  objec- 
tions of  Plaintiffs. 

XIV. 

That  the  Plaintiffs  tender  herewith  the  sum  of 
One  Hundred  (100)  Dollars,  to  repay  Defendants 
Rees  and  wife  for  all  sums  expended  by  them  in 
payment  for  the  land  and  all  other  necessary  ex- 
penses incurred  by  them  in  connection  therewith, 
and  hereby  offer  to  pay  any  further  sums  unfore- 
seen by  Plaintiffs  at  this  time  for  the  purpose  of 
reimbursing  the  Defendants  Rees  and  wife  in  full 
for  all  necessary  sums  by  them  paid. 

XV. 

That  the  Plaintiffs  are  now  being  denied  full  use 
and  enjoyment  of  their  property  by  the  Defendants 
Rees  and  wife;  that  said  Defendants  have  unlaw- 
fully and  wrongfully  taken  possession  of  said  prop- 
erty, and  unlawfully  and  wrongfully  withhold  said 
property  from  Plaintiffs. 

And  as  a  second  cause  of  action.  Plaintiffs  allege: 

I. 

That  at  the  time  Plaintiffs  acquired  the  aforesaid 
property  on  June  14,  1929,  and  later  by  Sheriff's 
deed  on  December  20,  1932,  the  Defendant,  Cora 
J.  Skirving,  then  Cora  J.  Nessly  owned  the  follow- 
ing described  land  adjoining  Plaintiffs'  above  de- 
scribed Tax  Lot  No.  4  along  the  south  boundary 
line  thereof,  to-wit: 
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That  loortion  of  the  Southeast  Quarter  of 
the  Northwest  quarter  of  Section  2,  Township 
21  North,  Range  5  East  W  M,  lying  East  of 
the  Northern  Pacific  Railway  Right  of  Way; 
and  the  West  990  feet  of  the  Southwest  Quar- 
ter of  the  Northeast  Quarter  of  said  Section, 
Less  the  Northern  Pacific  Railwa}^  Right  of 
Way;  and  Less  the  South  660  feet  of  the  East 
660  feet;  Less  portion  of  the  North  660  feet 
lying  Easterly  of  Jenkins  Creek ;  and  Less  por- 
tion of  the  South  330  feet  of  the  West  330  feet 
lying  Easterly  of  Jenkins  Creek,  Together  with 
a  right  of  way  for  road  over  that  portion  of 
the  North  25  feet  of  the  Southwest  Quarter  of 
the  Northeast  Quarter  lying  between  Jenkins 
Creek  and  Soos  Creek-Berrydale  Road;  Ex- 
cej^t  roads,  situated  in  King  County,  Washing- 
ton. 

11. 

That  on  or  about  Januaiy  13,  1944,  the  Defend- 
ant, Cora  J.  Skirving,  formerly  Cora  J.  Nessly,  sold 
the  aforesaid  property  on  real  estate  contract  to  the 
Defendants,  Clarence  A.  Rees  and  Evelyn  E.  Rees, 
his  wife,  which  said  contract  was  recorded  in  the 
office  of  the  County  Auditor  of  King  County,  Wash- 
ington, on  April  10,  1944,  in  Volume  2218  of  Deeds, 
at  page  397,  under  Auditor's  File  3378923,  records 
of  said  County. 

That  said  Defendant,  Cora  J.  Skirving,  formerly 
Nessly,  delivered  possession  of  said  property  to  the 
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Defendants  Rees  and  wife,  who  inunediately  there- 
after took  possession  of  same  and  are  in  possession 
at  the  present  time. 

III. 

That  since  on  or  about  June  14,  1929,  a  period  of 
approximately  sixteen  years,  Plaintiffs  have  been 
in  open,  notorious,  continuous  possession  of  the 
North  sixty-five  (65)  feet  of  the  property  herein- 
above described  in  Paragraph  I  of  Plaintiffs'  Sec- 
ond Cause  of  Action  herein,  without  let  or  hin- 
drance, interference  or  claim  of  any  nature  whatso- 
ever of  the  said  Defendant,  Cora  J.  Skirving,  for- 
merly Cora  J.  Nessly,  with  her  personal  knowledge. 

That  Plaintiffs  during  said  time  built  and  main- 
tained roads  and  driveways  thereon,  pastured  their 
cows,  and  built,  moved  onto,  and  maintained  a  five 
room  house,  outhouses  and  sheds  thereon,  rented 
said  property  to  tenants  and  collected  rentals 
thereon,  and  in  all  manner  and  ways  exercised  own- 
ership of  said  property  and  remained  in  possession 
and  continuously  claimed  title  and  ownership  of 
said  North  65  feet  until  just  prior  to  the  institution 
of  this  action  when  the  Defendants  Rees  and  wife 
ejected  Plaintiffs'  tenants  therefrom  and  took  for- 
cible possession  of  same  from  Plaintiffs. 

That  Plaintiffs  have  held  said  North  65  feet  of 
the  iDroperty  described  in  Paragraph  I  of  this  Sec- 
ond Cause  of  Action  adversely  to  the  Defendant, 
Cora  J.  Skii  ving,  formerly  Cora  J.  Nessly,  and  the 
Defendants  Reos  and  wife  since  June  14,  1929,  and 
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now  claim  ownership  of  same,  and  that  they  are 
entitled  to  have  their  title  to  same  quieted  against 
each  of  the  Defendants  in  this  action. 

IV. 

That  at  tlie  time  the  Defendants  Rees  and  wife 
purchased  the  property  described  in  Paragraph  I 
of  this  Second  Cause  of  Action  from  Cora  J.  Skirv- 
ing,  formerly  Nessly,  neither  of  the  Defendants 
herein  knew  that  the  improvements  described  in 
Paragraph  III  of  this  Second  Cause  of  Action  w^ere 
upon  the  property  of  the  Defendant,  Cora  J.  Skir- 
ving,  formerly  Nessly,  and  that  said  improvements 
were  no  part  of  the  consideration  of  said  sale. 

V. 

That  Plaintiffs  have  been  wrongfully  denied  the 
use  and  income  from  said  property  since  March  1, 
1944,  the  fair  rental  value  thereof  being  $20.00  per 
month,  or  a  total  of  seven  (7)  months  to  date,  or 
the  sum  of  One  Hundred  Forty  ($140.00)  Dollars. 

VI. 

That  Plaintiffs'  occupancy,  use  and  possession  of 
the  aforesaid  North  65  feet  of  the  property  of  the 
Defendants  described  in  Paragraph  I  of  Plaintiffs' 
Second  Cause  of  Action  arose  from  the  establish- 
ment of  a  boundary  line  between  Plaintiffs'  and 
Defendants'  property  in  1929,  at  which  time  it  was 
understood  and  agreed  between  Plaintiffs  and  the 
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Defendant  Cora  J.  Skirving,  formerly  Nessly,  that 
the  property  of  the  Plaintiffs  described  in  Plain- 
tiffs' First  Cause  of  Action  as  Tax  Lot  4,  included 
the  North  65  feet  of  Defendants'  property. 

That  at  the  time  Defendants  Eees  and  wife  pur- 
chased said  property  from  the  other  Defendant, 
Cora  J.  Skirving,  formerly  Nessly,  said  Defendants 
laid  no  claim  to  the  North  65  feet  thereof;  but  at 
all  times  believed  that  said  sixty-five  feet  and  the 
improvements  thereon  were  a  part  of  Tax  Lot  4 
acquired  by  them  purportedly  by  County  Treas- 
urer's Deed  on  January  20,  1944. 

Wherefore,  Plaintiffs  pray  as  follows: 

I.  That,  as  to  Plaintiffs'  First  Cause  of  Action, 
the  County  Treasurer's  deed  dated  January  20th, 
1944,  issued  to  the  Defendants  herein,  be  set  aside, 
cancelled  and  held  for  naught;  that  the  Defendants 
Rees  and  wife  l)e  required  to  deliver  up  to  the 
Plaintiffs  the  property  purportedly  sold  to  them 
by  the  County  Treasurer  for  King  County,  upon 
reimbursement  to  them  by  Plaintiffs  for  their  ex- 
penditures in  acquiring  said  propertj^,  the  sum  to 
be  fixed  by  the  Court  and  ordered  paid  out  of  the 
money  deposited  in  the  registry  of  the  Court;  that 
Plaintiffs  be  restored  to  full  possession  and  owner- 
shii)  of  said  ]')roperty,  free  of  any  right,  title  or 
interest  of  the  Defendants,  or  either  of  them;  that 
the  Plaintiffs'  title  to  said  property  be  quieted  as 
against  any  claim  of  the  Defendants  therein;  that 
Defendants  Clarence  A.  Pees  and  Evelyn  E.  Rees, 
his  wife,   be  required  to  reimburse  Plaintiffs   for 
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all  loss  of  rentals  during  the  period  Plaintiffs  have 
been  kept  out  of  possession  of  their  property,  and 
that  Plaintiffs  do  have  judgment  therefor. 

II.  That,  as  to  Plaintiff's  Second  Cause  of  Ac- 
tion, that  tlie  right,  title  and  interest  of  Plaintiffs 
be  quieted  as  against  the  Defendant,  Cora  J. 
Skirving,  formerly  Cora  J.  Nessly,  and  against  the 
Defendants,  Clarence  A.  Rees  and  Evelyn  E.  Rees, 
his  wife,  and  each  of  them,  to  the  North  65  feet  of 
the  Southwest  Quarter  of  the  Northeast  Quarter, 
lying  Southeasterly  of  the  Northern  Pacific  Rail- 
way Right  of  Way  and  Westerly  of  Jenkins  Creek, 
Section  2,  Township  21  North,  Range  5  East  W.  M., 
King  County,  Washington,  said  property  being  the 
North  65  feet  of  the  property  described  in  Para- 
graph I  of  Plaintiffs'  Second  Cause  of  Action, 
together  with  all  improvements  thereon. 

III.  That  Plaintiffs  be  granted  such  other  and 
further  relief  as  to  the  Court  may  seem  right  and 
property;  and  that  they  be  granted  their  costs  and 
disbursements  to  be  taxed. 

/s/  LADY  WILLIE  FORBUS, 
Attorneys  for  Plaintiffs. 

State  of  Washington, 
County  of  King — ss. 

Lady  Willie  Forbus,  being  first  duly  sworn,  upon 
oath  deposes  and  says: 

That  she  is  the  attorney  of  record  for  the  Plain- 
tiffs in  tlie  above  entitled  action;  that  she  has  read 
the   foregoing   complaint,   as   amended,   knows   the 
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contents  thereof,  and  believes  the  same  to  be  true; 
and  that  she  makes  this  verification  on  behalf'  of 
the  Plaintiffs  for  the  reason  that  they  are  absent 
and  are  unable  to  be  present  to  make  the  same. 

/s/  LADY  WILLIE  FORBUS. 
Sworn  to  and  subscribed  before  me  on  this  Sep- 
tember 6th,  1944. 

/s/  PATRICIA  SADLER, 
Notary  Public,  in  and  for  the  State  of  Washing; 
ton,  residing  in  Seattle. 

[Endorsed] :  Filed  Sept.  6,  1944. 

In  the  Superior  Court  of  the  State  of  Washington 
for  King  Count}^  ■         , 

No.  352943 

SOREN  N.  JENSEN  and  ANNA  JENSEN,  hus- 
band and  wife. 

Plaintiffs, 
vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
his  Avife,  and  CORA  J.  NESSLY,  now  CORA 
J.  SKIRVINO, 

Defendants. 

AMENDED  ANSWER  OF 
DEFENDANTS  REES 

Come  now  the  defendants,  Clarence  A.  Rees  and 
Evelyn    E.    Rees,    his    wife,    and    answering    the 
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amended  complaint  of  the  plaintiffs,  admit,  deny 
and  allege  as  follows: 

I. 

Answering  Paragraph  I  thereof,  defendants  ad- 
mit the  same. 

II. 

Answering  Paragraph  II  and  III  thereof,  de- 
fendants having  no  knowledge  or  information  suffi- 
cient to  form  a  belief  as  to  the  truth  or  falsity 
thereof,  therefore  deny  the  same. 

III. 

Admit  and  affirmatively  allege  that  the  property 
described  in  Paragraph  IV  of  said  amended  com- 
plaint was  segregated  into  tax  lots  4  and  46  in  the 
year  1928. 

IV. 

Ansv/ering  the  first  paragraph  of  Paragraph  V 
thereof,  defendants  having  no  knowledge  or  infor- 
mation sufficient  to  form  a  belief  as  to  the  truth 
or  falsity  thereof,  therefore  deny  the  same.  Deny 
the  second  paragraph  of  said  Paragraph  V. 


Answering    Paragraph  VI    thereof,    defendants 

having  no  knowledge   or  information  sufficient   to 

form   a  belief  as  to  the  truth   or  falsity   thereof, 
therefore  deny  the  same. 
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VI. 

Answering  Paragraph  VII  thereof,  defendants 
admit  that  the  general  taxes  on  tax  lot  4  were  un- 
paid for  the  years  1924  through  1927,  and  following, 
and  that  the  property  was  foreclosed  and  a  tax 
deed  issued  to  King  County  in  April  of  1932,  but 
deny  that  plaintiffs  had  no  knowledge  of  such 
facts  until  just  prior  to  the  institution  of  this 
action. 

VII. 

Answering  Paragraph  VIII  thereof,  defendants 
den  yeach  and  every  allegation  made  and  therein 
contained  and  particularly  that  the  plaintiffs  had 
no  knowledge  of  the  foreclosure. 

VIII. 

Deny  Paragraph  IX  thereof. 

IX. 

Admit  Paragraph  X  thereof. 

X. 

Admit  the  first  paragraph  of  Paragraph  XI 
thereof  and  deny  the  second  paragraph  in  said 
Paragraph  XI  contained. 

XL 

Admit  the  first  paragraph  of  Paragraph  XII 
and  deny  the  second  paragraph  in  said  Paragrajih 
XII  contained. 
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XII. 

Answering  Paragraph  XIII  thereof,  admit  that 
they  now  oecu})y  and  have  occupied  said  property 
since  acquiring  the  property  from  King  County, 
but  deny  each  and  every  other  allegation  in  said 
paragraph   contained. 

XIII. 

Answering  Paragraph  XIV  thereof,  admit  that 
plaintiffs  have  offered  to  pay  into  the  registry  of 
this  court,  in  the  complaint  first  served  herein,  the 
sum  of  $100,  but  deny  each  and  every  other  allega- 
tion in  said  Paragraph  XIV  contained. 

XIV. 

Deny  Paragraph  XV  thereof. 

Answering  further  by  way  of  affirmative  defense, 
defendants  Rees  allege: 

I. 

That  the  defendant,  Clarence  Rees,  formerly 
operated  a  green  house  and  for  some  time  past  has 
endeavored  to  find  a  suitable  location  for  the  re- 
establishment  of  this  business  after  the  war.  That 
in  attempting  to  find  a  suitable  location,  he  in- 
spected a  large  area  in  the  vicinity  of  Lake  Meridian 
and  found  what  he  considered  a  suitable  location 
for  his  proposed  business  near  Jenkins  Creek  where 
it  crosses  the  James  B.  Kinne  road  about  four 
tnilcs   out   of   Kent.     He   inquired   in   the   vicinity 
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concerning  the  ownership  of  this  property.  The 
property  appeared  to  be  a  large  tract  which  had 
been  used  in  times  past  to  pasture  cattle.  A  portion 
of  it  had  not  yet  been  cleared  and  the  tract  was 
lower  than  the  road  bed  and  was  green,  either  due 
to  springs  on  the  property  or  to  percolating  waters; 
that  there  was  a  makeshift  house  and  some  sheds 
on  the  property. 

II. 

That  the  defendant  Clarence  Rees  learned  that 
title  to  a  twenty- two  (22)  acre  portion  of  the  tract 
was  in  the  name  of  Cora  Skirving  and  that  King 
County  owned  a  small  triangular  portion  of  approx- 
imately 1.7  acres  and  that  the  portion  owned  by 
King  County  was  for  sale.  That  Schedule  '*A" 
hereto  attached  and  by  this  reference  made  a  part 
hereof  is  a  rough  sketch  of  the  two  tracts  accord- 
ing to  the  plat  in  the  assessor's  office. 

III. 

That  defendant  Clarence  Rees  again  viewed  the 
property  and  as  far  as  he  could  discern,  the  sheds 
and  place  upon  which  the  people  were  living  were 
located  mostly  on  the  property  owned  by  Mrs. 
Skirving,  with  a  portion  of  said  structures  pro- 
jecting over  onto  the  tract  owned  by  King  County. 
That  thereafter  he  wrote  to  Cora  Skirving  asking 
if  she  would  sell  her  property  and  inquiring  as  to 
what  terms.  He  later  received  an  answer  stating 
the  terms  and  a  sale  was  consummated,  the  pro])- 
erty  being  described  by  a  metes  and  bounds  de- 
scription and  including  appurtenances. 
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IV. 

That  at  approximately  the  same  time  the  sale 
with  Cora  Skirving  was  consummated,  a  sale  was 
also  consummated  with  Kin,2^  County  for  the  pur- 
chase of  the  triangular  tract  which  has  been  re- 
ferred to  in  ]^laintiff's  amended  complaint  as  tax 
lot  4. 

That  upon  taking  possession  of  the  property, 
defendants  found  that  the  improvements  consisted 
of  a  four-i'oom  house  with  an  annex,  sheds  and  a 
ship's  refrigeration  compartment  which  resembled 
a  box  car.  That  the  ship's  refrigeration  compart- 
ment was  suitable  as  a  storage  room  only.  That 
while  the  house  had  plumbing  facilities,  they  were 
not  in  a  usable  condition,  the  pipes  being  clogged 
with  filth  and  there  was  no  outlet  for  waste  mate- 
rials. That  the  ceiling  in  the  main  room  of  the 
house  had  broken  loose  and  was  falling  in.  That 
the  floors  were  warped  from  exposure  to  the  ele- 
ments and  a  lack  of  a  proper  foundation.  Likewise, 
that  the  walls  were  out  of  plumb  and  were  dis- 
colored and  stained  from  exposure. 


That  immediately  upon  taking  possession,  defend- 
ants Rees  spent  time  and  money  making  the  ])lace 
sanitary  and  livable.  That  they  sanded  the  floors, 
temporarily  tacked  uj)  the  ceiling  of  the  rooms,  put 
a  pump  into  operation  and  cleaned  out  the  pipes 
and  pumping  system. 
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VI. 

That  Soren  Jensen  then  claimed  he  was  the 
owner,  demanded  $1,200  from  the  defendants  and 
threatened  them  with  extended  litigation  should  the 
defendants  Rees  fail  to  pay  his  claim. 

VII. 

That  so  far  as  defendants  were  able  to  ascertain, 
Cora  Skirving-  had  owned  the  22-acre  tract  since 
about  1920.  That  from  the  time  Cora  Skirving 
acquired  the  property  until  about  1932,  she  leased 
the  property  to  T.  C.  George,  a  land  owTier  in  that 
vicinity,  for  pasturing  his  cows.  That  to  prevent 
cattle  from  wandering  onto  the  public  road,  a  two- 
wire  fence  was  strung  along  the  right-of-way  of 
the  County  Road  from  the  junction  of  the  railroad 
to  Jenkins  Creek. 

VIII. 

That  in  or  about  the  year  1932,  Cora  Skirving 
sold  the  property  under  a  real  estate  contract  to 
one  John  Hamilton,  also  known  as  ''Doe"  Ham- 
ilton, a  negro.  That  this  contract  was  not  recorded. 
That  "Doc"  Hamilton  used  part  of  the  Skirving 
property  to  pasture  cattle  and  other  neighbors  also 
pastured  cattle  there  during  the  time  "Doc"  Ham- 
ilton was  in  possession  and  thereafter  to  the  present 
time,  using  the  entire  cleared  area  of  the  Cora 
Skii-ving  property  and  the  King  County  property. 
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That  at  no  time  was  there  a  dividing  fence  of  any 
nature  whatsoever  between  the  Cora  Skirving  prop- 
erty and  tax  k)t  4. 

IX. 

That  "Doc"  Hamilton  in  al)out  the  year  1936 
or  1937  purchased  a  ship's  refrigeration  compart- 
ment at  a  ship's  salvage  sale  in  Seattle  and  had 
the  shi])'s  refrigeration  compartment  moved  onto 
the  Cora  Skirving  property.  That  he  erected  a 
building  for  roadhouse  purposes  on  the  Cora  Skirv- 
ing property.  That  thereafter  in  1938  he  abandoned 
the  place  and  a  foreclosure  action  was  begun  for 
material  and  labor  liens  for  i^lumbing  fixtures  put 
in  said  roadhouse.  That  Cora  Skirving  was  made 
a  party  defendant  to  the  foreclosure  action  and  a 
stipulation  was  entered  into  between  Cora  Skirving 
and  the  ]ilaintiffs  in  the  foreclosure  action  in  1938 
that  the  l)uildings  should  be  sold  as  personal  prop- 
erty and  that  there  would  be  no  cloud  on  title  or 
claim  against  the  real  property.  That  Soren  Jen- 
sen bid  the  buildings  in  at  the  sheriff's  sale,  follow- 
ing the   foreclosure  action,   in   December   of   1938. 

X. 

That  thereafter  Soren  Jensen  obtained  Cora 
Skirving 's  permission  to  move  the  buildings  off  the 
cement  foundation  on  the  Skirving  pro])erty,  but 
after  receiving  said  permission,  he  moved  the 
buildings  a  short  distance  only  and  then  abandoned 
the  task.     That  the  buildings  were  abandoned  and 
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deserted  for  a  period  of  time.  That  cattle  were 
pastured  by  the  neighbors  on  the  Skirving  and 
King  County  property  after  said  foreclosure  sale; 
that  at  no  time  was  Soren  Jensen  in  continuous, 
open,  notorious  or  exclusive  possession  of  any  of 
the  Skirving  property. 

XI 

That  the  plaintiff  Soren  Jensen  knew  of  the 
segregation  and  foreclosure  of  tax  lot  4  by  King 
County  as  shown  by  his  discussion  of  tax  statements 
received  with  T.  C.  George,  a  neighbor,  in  or  about 
1931 ;  and  the  discussions  of  the  unpaid  taxes  on 
all  portions  of  the  property  involved  in  the  fore- 
closure case  of  the  National  City  Bank  of  Seattle 
vs.  Washington  Irrigation  and  Land  Company 
(which  is  also  referred  to  in  plaintiffs'  complaint), 
said  discussions  being  with  Burton  J.  Wheelon, 
attorney  for  the  National  City  Bank  of  Seattle  in 
said  foreclosure  action,  in  the  course  of  said  litiga- 
tion in  attempting  to  work  out  a  settlement  of  the 
action  in  the  year  1932. 

Wherefore  having  fully  answered,  defendants 
Rees  pray  that  plaintiffs'  amended  complaint  be 
dismissed  and  for  their  costs  and  disbursements 
herein  to  be  taxed  against  the  plaintiffs. 

/s/  DAVID  J.  WILLIAMS  and 
MARY  E.  BURRUS 

Attorneys  for  Defendants 
Rees. 
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State  of  Washington, 
County  of  King — ss. 

Clarence  A.  Rees,  being  first  duly  sworn  on  oath, 
deposes  and  says :  That  he  is  one  of  the  defendants 
in  the  above  entitled  action ;  that  he  makes  this  veri- 
fication on  behalf  of  himself  and  his  wife,  Evelyn 
E.  Rees,  and  is  authorized  so  to  do ;  that  he  has  read 
the  foregoing  Amended  Answer,  knows  the  contents 
thereof  and  believes  the  same  to  be  true. 

CLARENCE  A.  REES. 

Subscribed  and  sworn  to  before  me  this  31  day 
of  October,  1944. 

/s/  MARRY  E.  BURRUS, 
Notary  Public  in  and  for  the  State  of  Washington, 
residing  at  Seattle. 

Copy  Received:  Date,  Nov.  3,  1944.  Firm, 
Lady  Willie  Forbus.   By  D.  B. 


SCHrJXJLE*A" 

COIU  SrOHVIMG  PROP^KTY  SOLD  TC  mJiCD  >jrrS  HKES 
and 
TAX  LOT     "4" 


FT  o^l~?>\-5E 


5e!^nw^ 


DK&GKIVTIOI-  0/  SrJHVU.G  PKOPiiKTY  i^OLD 

That  portion  of  the  tioutheaet  quarter  of  the  Morthv.est  quarter 
of  Section  Two  (2),  To\'m8hip  Twenty-One  (21)  Ilorth ,  Range  5,  E.W.M.  , 
lying  east  of  the  Northern  Pacific  Railway  right  of  way,  AND  the 
Vieet  990  feet  of  the  southwest  quarter  of  the  Mortheaet  quarter  of 
said  section,  LESS  the  Korthern  Pacific  Heilway  right  of  way;  LESS 
the  south  660  feet  of  the  east  660  feet;  LESS  portion  of  the  north 
660  feet  lying  easterly  of  Jenkins  Creek,  AI.'D  LESS  portion  of  the 
South  350  feet  of  the  west  330  feet  lying  easterly  of  Jenkins  Creek; 
Together  VVITIi  a  right  of  way  for  road  over  that  portion  of  the 
north  25  feet  of  the  southwest  quarter  of  the  northeast  quarter 
lying  between  Jenkins  Creek  and  Soos  Creek,  Berrydale  road,  £XC£PT 
roads;  King  County,  V^asbington 


7>. 


SCHSDULE   "A" 


TAX  LOT      "4" 


BO 


>8 


FT    X-Zi'S 


nH 


(ygp 


CoRa  oiCiftvi 


•^ 


TeMicms  CftEck 


All  of  Governiaeiit  Lot  2  lying  Southeast  of 

Railroad  and  Westerly  of  Jas.  B.   Kinue  Road 

(4),  Section  2,  Township  21  North,  H&nge  3 

Kast,  VV.   W. ,   situated  In  Ung  County,  '.Vash- 

ington  •  ji 
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REAL  ESTATE  CONTRACT 

It  Is  Hereby  Agreed  by  and  between  Cora  J. 
Skirving,  formerly  Cora  J.  Nessly  (a  widow),  the 
vendor,  and  Clarence  A.  Rees  and  Evelyn  E.  Rees, 
the  purchasers,  that  the  said  vendor  will  sell  to  said 
purchasers,  their  heirs  or  assigns,  and  that  the  said 
purchasers  will  purchase  the  following  described 
lot,  tract,  or  parcel  of  land  situated  in  King  County, 
State  of  Washington,  to-wit: 

That  portion  of  the  southeast  quarter  of  the 
northwest  quarter  of  Section  Two  (2),  Township 
Twenty-one  (21)  North,  Range  Five  (5),  E.W.M., 
lying  east  of  the  Northern  Pacific  Railway  right 
of  way;  and  the  west  990  feet  of  the  southwest 
quarter  of  the  northeast  quarter  of  said  section, 
less  the  Northern  Pacific  Railway  right  of  way ; 
less  the  south  660  feet  of  the  east  660  feet;  less 
portion  of  the  north  660  feet  lying  easterly  of 
Jenkins  Creek,  and  less  portion  of  the  south  330 
feet  of  the  west  330  feet  lying  easterly  of  Jenkins 
Creek  together  with  a  right  of  way  for  road  over 
that  portion  of  the  north  25  feet  of  the  southwest 
quarter  of  the  northeast  quarter  lying  between  Jen- 
kins Creek  and  Soos  Creek  Berrydale  road;  except 
roads;  with  the  appurtenances  thereto  belonging, 
on  the  following  terms : 

1.  The  purchase  price  of  said  land  is  Twenty- 
one  Hundred  and  No/100  Dollars  ($2100.00),  of 
which  the  sum  of  Five  Hundred  and  No/100  Dollars 
($500.00)    has    this    day    been    paid,    the    receipt 
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whei'eof  is  hereby  acknowledged  by  said  vendor  and 
the  further  sum  of  Sixteen  Hundred  and  No/100 
Dollars  ($l,(iOO.OO)  to  be  i)aid  at  address  furnished 
as  follows:  The  sum  of  $200.00  or  more  on  the 
seventh  day  of  January,  1945,  and  the  sum  of  Two 
Hundred  Dollars  or  more  each  succeeding  January 
seventh  with  interest  on  all  deferred  payments  from 
date  hereof  at  the  rate  of  five  per  cent  per  annum, 
to  be  paid  annually  until  the  full  payment  thereof. 

2.  Raid  ]nirchasers  agree  to  pay  all  taxes,  assess- 
ments and  impositions  levied  or  assessed  against 
said  property  subsequent  to  the  date  hereof,  at  the 
time  the  same  shall  become  due  and  ])ayable;  also 
to  keep  all  buildings  thereon  insured  for  a  sum 
equal  to  the  deferred  payments  above  specified,  in 
some  insurance  company  satisfactory  to  said  vendor, 
with  loss,  if  any,  payable  to  said  vendor  or  her 
assigns  as  their  interest  may  appear. 

3.  It  is  further  agreed  that  no  extension  of  time 
of  payment  or  waiver  of  default  in  the  payment  of 
any  instalment  of  princi]ial  or  interest  due  under 
this  contract  shall  affect  the  right  of  said  vendor 
to  require  prompt  payment  (^f  any  subsequent  in- 
stalments of  principal  or  interest,  or  to  declare  a 
forfeiture  for  non-payment  thereof. 

4.  Said  })urchasers  agree  to  execute,  acknowl- 
edge and  deliver  at  any  time  on  demand  of  vendor 
a  mortgage  for  ])alance  nn]^aid  on  this  contract,  pay- 
able in  instalments  as  herein  s])ecified,  and  to  assign 
insurance  as  security  for  payment  thereof  in  a  sum 
equal  to  the  face  of  such  mortgage. 
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5.  Said  land  shall  be  conveyed  by  a  good  and 
sufficient  Title  Insurance  and  deed  to  said  pur- 
chasers, when  said  purchase  price  shall  be  fully 
paid,  or  u])on  demand  of  vendor  for  a  mortgage 
covering  the  unpaid  portion  of  purchase  price. 

6.  Time  is  of  the  essence  of  this  contract,  and 
in  case  of  failure  of  the  said  purchasers  to  make 
either  of  the  payments  or  perform  any  of  the  cove- 
nants on  their  part,  this  contract  shall  be  forfeited 
and  determined  at  the  election  of  the  said  vendor; 
and  the  said  purchasers  shall  forfeit  all  payments 
made  by  them  on  this  contract  and  all  rights 
acquired  hereunder,  and  such  payments  shall  be 
retained  by  the  said  vendor  as  liquidated  damages, 
and  she  shall  have  the  right  to  re-enter  and  take 
possession  of  said  land  and  premises  and  every  part 
thereof. 

It  is  hereby  agreed  that  if  full  payment  is  made 
in  one  year  from  this  date  that  ($1900.00)  Nineteen 
Hundred  and  no/100  Dollars  will  be  accepted  as 
full  payment. 

Executed  in  duplicate  this  13  day  of  January, 
1944. 

[Seal]  CORA  J.  SKIRVING 

[Seal]  EVET.YN  E.  REES 

[Seal]  CLARENCE  A.  REES 
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[Letterhead  of  M.  L.  Longfellow] 

February  26,  1944. 

Mr.  S.  N.  Jensen,  and 
Anna  Jensen, 
425  Harrison  Street 
Kent,  Washington 

Mr.  Emmett  D.  Gordon  and  wife 
Renton,  Washington 

Dear  Sirs: 

I  am  writing  you  on  behalf  of  Clarence  A.  Rees 
and  wife,  concerning  Real  Estate  located  in  King 
County,  Washington,  described  as  follows,  to-wit: 

All  of  Government  Lot  2  Lying  Southeast  of 
Railroad  and  Westerly  of  Jas.  B.  Kinne  Road 
(4),  Section  2,  Township  21  North,  Range  5 
East,  W.  M. 

This  property  was  acquired  by  deed  by  Mr.  and 
Mrs.  Rees  imder  date  of  January  20th,  1944,  and 
they  have  been  entitled  to  the  possession  thereof 
ever  since  said  date. 

I  understand  that  Mr.  Emmett  D.  Gordon  and 
wife  are  now  residing  on  this  property,  or  a  part 
of  the  same,  claiming  the  right  to  so  occupy  the 
same  by  authority  of  Mr.  and  Mrs.  Jensen,  but 
there  is  no  legal  basis  for  said  occupancy  by  any 
of  the  parties  hereinabove  mentioned,  and  you  are 
hereby  notified  and  required  to  vacate  said  property 
immediately  upon  receipt  of  this  notice. 
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There  is  a  dwelling  house  located  in  part,  possibly, 
upon  this  property,  but  Mr.  Rees  has  purchased 
other  real  estate  joining  this,  and  consequently  is 
entitled  to  the  dwelling  house  regardless  of  whether 
the  same  is  located  upon  the  real  estate  hereinabove 
described,  or  upon  the  other  tract  of  real  estate 
which  has  been  purchased  by  Mr.  Rees. 

Yours  very  truly, 
Mil  :m  /s/  M.  L.  LONGFELLOW. 

[Endorsed] :     Filed  April  20,  1945. 


BANKRUPTS'  EXHIBIT  No.   3 

In  the  Superior  Court  of  the  State  of  Washington 
for  King  County 

No.  352943 

SOREN  N.  JENSEN  and  ANNA  JENSEN, 
husband  and  wife, 

Plaintiffs, 
vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
his  wife,  and  CORA  J.  NESSLY,  now  CORA 
J.  SKIRVING, 

Defendants. 

FINDINGS    OF    FACT    AND    CONCLUSIONS 

OF  LAW 

This  Cause  coming  on  regularly  for  trial  on 
April  19,  1945,  before  the  above  entitled  Court,  the 
Honorable    J.     T.     Ronald    presiding,    upon    the 
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Amended  Complaint  of  Plaintiffs,  impleading  in 
equity,  and  the  Amended  Answer  of  Defendants, 
Clarence  A.  Rees  and  Evelyn  E.  Rees,  his  wife,  and 
the  Answer  of  Cora  J.  Skirving,  another  Defend- 
ant ;  w^hereupon  said  cause  proceeded  to  trial ;  and 
the  Court  having  heard  the  testimony  and  evidence 
of  Plaintiffs  and  their  witnesses,  Plaintiffs  rested; 
and  thereupon  the  Defendants,  Clarence  A.  Rees 
and  Evelyn  E.  Rees,  his  wife,  introduced  testimony 
and  evidence  in  their  behalf  and  rested;  and  there- 
upon the  Defendant,  Cora  J.  Skirving  gave  testi- 
mony in  her  own  behalf  and  rested;  and  the  Court 
having  heard  the  testimony  and  evidence,  and  hav- 
ing heard  the  arguments  of  respective  counsel,  the 
Plaintiffs  appearing  by  and  through  their  attorney 
of  record.  Lady  Willie  Forbus,  and  the  Defend- 
ants, Clarence  A.  Rees  and  Evelyn  E.  Rees,  his  wife, 
appearing  by  and  through  their  attorneys  of  record, 
David  J.  Williams  and  Mary  E.  Burrus,  and  the 
defendant,  Cora  J.  Skirving,  appearing  per  se ;  and 
the  Court  having  fully  considered  the  law  and  the 
evidence  in  said  cause, 

Now,  Therefore,  the  Court  Hereby  Makes  the 
following 

Findings  of  Fact 

I. 

That  plaintiffs  and  Defendants  are  now  and  dur- 
ing the  times  herein  mentioned  have  been  residents 
of  King  County,  Washington. 
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II. 

That  on  or  about  June  4,  1929,  Plaintiffs  pur- 
chased on  real  estate  contract  from  the  Seattle 
Development  Company  of  Seattle,  Washington,  the 
following  described  property: 

That  portion  of  Government  Lot  No.  2,  Sec- 
tion 2,  Township  21  North,  Range  5  East  W.M., 
lying  Southeasterly  of  the  Northern  Pacific 
Railway  Company's  right  of  way,  and  the  West 
330  feet  of  that  portion  of  Government  Lot 
No.  1,  of  said  Section  2,  lying  southerly  of  said 
right  of  way,  all  in  King  County,  Washington. 

which  said  contract  was  recorded  June  27,  1929,  in 
Vol.  1435  of  Deeds,  ])age  409,  under  Author's  File 
No.  2545354,  records  of  the  office  of  County  Auditor 
of  King  County,  Washington. 

III. 

That  at  the  time  Plaintiffs  purchased  the  aforesaid 
property  the  National  City  Bank  of  Seattle,  Wash- 
ington, held  a  first  real  estate  mortgage  upon  the 
same;  and  that  said  mortgage  was  thereafter  fore- 
closed in  Cause  No.  236197  and  a  decree  of  fore- 
closure was  entered  therein  in  the  Superior  Court 
of  King  County,  Washington,  in  due  course. 

That  thereafter  on  or  about  December  19,  1931, 
said  property  was  offered  for  sale  at  public  auction 
in  satisfaction  of  the  judgment,  whereupon  Plain- 
tiffs became  the  best  and  highest  bidder  for  same, 
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and  on  January  22,  1932,  the  Superior  Court  of 
King  County  ordered  the  sale  confirmed,  whereupon 
the  Sheriff  of  King  County  issued  a  Sheriff's  deed 
to  Plaintiffs  covering  said  property,  which  deed 
was  recorded  on  December  20,  1932,  in  Volume  1518 
of  Deeds,  page  201,  records  of  the  King  County 
Auditor,  under  Auditor's  file  No.  2744699. 

IV. 

That  in  the  year  1928  the  aforesaid  property  was 
segregated  by  the  Assessor's  office  of  King  County 
as  follows: 

(a)  That  portion  of  said  Government  Lot  2,  lying 
southeasterly  of  the  Northern  Pacific  Rail- 
road Company  right  of  way  and  Westerly  of 
the  James  B.  Kinne  Road,  Section  2,  Town- 
ship 21  North,  Range  5  EAVM,  situated  in 
King  County,  Washington,  being  known  as 
Tax  Lot  4; 

(b)  That  portion  of  said  Government  Lot  2,  lying 
southeasterly  of  the  Northern  Pacific  Rail- 
road Company  right  of  way  and  Easterly 
of  the  James  B.  Kinne  Road,  together  with 
the  West  330  feet  of  Government  Lot  1,  lying 
southerly  of  said  railroad  right  of  way,  situ- 
ated in  King  County,  Washington,  being 
known  as  Tax  Lot  No.  46. 

V. 

That  both  the  real  estate  contract  issued  in  1929 
and  the  Sheriff's  Deed  issued  in  1932,  to  Plaintiffs, 
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contained  the  legal  description  set  out  in  Paragraph 
II  as  one  single  tract. 

That  at  no  time  during  the  times  hereinbefore  or 
hereinafter  mentioned  did  the  Plaintiffs  actually 
learn  of  the  segregation  of  their  property  into  Tax 
lots  4  and  46;  nor  did  they  actually  learn  of  said 
segregation  until  just  prior  to  the  institution  of 
this  action,  but  as  a  matter  of  fact  the  segregation 
had  been  made  of  record  by  the  County  Assessor 
in  1927. 

VI. 

That  during  the  year  1929,  after  the  Plaintiffs 
purchased  the  aforesaid  property,  Edna  D.  Hanson 
purchased  the  vendor's  equity  in  Subdivision  (b) 
above,  or  Tax  Lot  46,  from  the  Seattle  Develop- 
ment Company,  subject  to  Plaintiffs'  contract  of 
sale. 

VII 

That  the  general  taxes  on  tax  lot  46,  being  sub- 
division (b)  above,  were  paid  December  31,  1929, 
by  said  Edna  D.  Hanson  or  her  agents  and  there- 
after by  the  Plaintiffs  in  this  action. 

That  the  general  taxes  on  Tax  Lot  No.  4,  being 
subdivision  (a)  above,  were  unpaid  for  the  years 
1924  to  1927,  inclusive,  and  on  June  25,  1930,  King 
County  foreclosed  its  certificate  of  delinquency  for 
said  general  taxes  in  Cause  No.  232197,  Superior 
Court  of  King  County,  Washington,  which  action 
proceeded  to   judgment   and   a  tax   deed   covering 
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Tax   Lot  4   was   issued   to   said   King   County   on 
April  21,  1932,  as  shown  by  King  County  Auditor's 
File  No.  2718790,  records  of  King  County. 

VIII. 

That  during  the  month  of  March,  1930,  as  pleaded, 
but  on  May  10,  Plaintiff's  went  to  the  King  County 
Treasurer's  Office  at  the  Courthouse  in  Seattle, 
Washington,  and  requested  a  tax  statement  of  all 
their  general  taxes  due  to  date,  and  offered  to 
pay  the  same,  having  cash  in  his  hands  so  to  do. 
That  the  plaintiff,  Soren  N.  Jensen,  contacted  a 
Deputy  on  duty  behind  the  counter,  who  took  him 
into  a  room  and  after  examining  a  book  informed 
him  that  the  taxes  had  been  paid  on  said  lot  and 
that  there  was  then  nothing  due. 

That  Plaintiffs  being  ignorant  of  any  segregation 
and  without  actual  knowledge  that  taxes  then  due 
on  tax  Lot  4  (Subdivision  (a)  herein)  had  not  been 
paid,  and  relying  upon  the  statements  made  to  him 
by  the  Deputy,  left  the  office  without  paying  the 
same. 

That  the  Plaintiifs  continued  to  pay  from  year 
to  year  the  taxes  shown  upon  tax  statements  issued 
out  of  the  office  of  the  County  Treasurer  without 
further  checking  or  further  examining  said  state- 
ments, at  all  times  believing  that  the  property  de- 
scribed therein  was  all  of  the  property  of  the 
parties  purchased  on  contract. 
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IX. 

That  the  property  consists  of  vacant,  pasture 
land  of  approximately  1.5  acres. 

X. 

That  on  or  about  January  20,  1944,  King  Couiity 
conveyed  to  the  Defendants  Rees  and  wife  herein 
under  Tax  Deed  from  the  Treasurer  of  King 
County,  recorded  January  24,  1944,  in  Volume  2196 
of  Deeds,  page  528,  under  Auditor's  File  No. 
3361972,  records  of  said  County,  the  property 
acquired  by  foreclosure  on  April  21st,  1932,  as 
follows : 

(a)  That  portion  of  said  Government  Lot  2, 
lying  Southeasterly  of  the  Northern  Pacific  Rail- 
road Right  of  Way  and  Westerly  of  the  James'  B. 
Kinne  Road,  Section  2,  Township  21  North,  Range 
5  EWN,  situated  in  King  County,  Washington, 
being  known  as  Tax  Lot  4,  said  Defendants  being 
Clarence  A.  Rees  and  Evelyn  E.  Rees,  his  wife. 

That  said  sale  was  made  without  the  actual  knowl- 
edge of  Plaintiifs,  and  that  the}^  did  not  actually 
learn  of  any  of  the  transactions  comiected  with  the 
acquisition  of  said  property  or  its  sale  to  the  De- 
fendants, Clarence  A.  Rees  and  Evelyn  E.  Rees, 
his  wife,  until  on  or  about  the  14th  day  of  January, 
1944,  when  the  Defendant,  Clarence  A.  Rees,  de- 
manded immediate  possession  of  said  property  from 
the  plaintiffs  and  their  tenants. 
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XL 
That  the  Defendants,  Clarence  A.  Rees  and 
Evelyn  E.  Rees,  his  wife,  paid  King  County  the 
sum  of  Fifty  ($50.00)  Dollars  for  said  property, 
together  with  the  costs  of  sale  thereof,  amounting 
to  approximately  $9.00. 

at  the  time  of  the  purcha^.c  of  said  pr( 
the  DeTtm4a^its  Rees  and  wife,  knew^.ifee'^value  of 
said  propertj^^^v^s  greatlyiji.--e5^ess  of  the  amount 
paid,  and  also  kn^xt^at  Plaintiffs  were  ignorant 
of  the^j)i&edlng  proceedings.^^r  the  sale  of  said 
>pcrty  by  the  County  Trcaoim 

XII. 
That  at  the  time  of  the  issuance  of  the  deed  to 
Defendants,  Rees  and  wife,  the  Plaintiffs  had  ten- 
ants upon  said  property,  and  that  Defendants  Rees 
and  wife  demanded  that  said  tenants  immediately 
leave  the  premises  and  deliver  up  physical  posses- 
sion to  them;  and  that  immediately  thereafter  the 
Defendants  Rees  and  wife  took  possession  of  the 
premises  and  have  kept  same  up  to  the  present 
time,  over  the  objections  of  Plaintiffs. 

XIII. 

That  Plaintiffs  have  tendered  here  into  the  reg- 
istry of  this  Court  the  sum  of  One  Hundred 
(1100.00)  Dollars,  to  repay  Defendants  Rees  and 
wife  for  all  sums  expended  b}^  them  in  payment  for 
the  land  and  all  other  necessary  expenses  incurred 
by  them  in  comiection  therewith,  and  oiter  to  pay 
any  further  sums  unforeseen  at  this  time  for  the 
purpose  of  reimbursing  Dc^fendants  Rees  and  wife 
in  full  for  all  necessary  sums  by  them  paid. 
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XIV. 

That  at  the  time  Plaintiffs  acquired  the  afore- 
said property  on  June  14,  1929,  and  later  by  Sher- 
iff's deed  on  December  20,  1932,  the  Defendant, 
Cora  J.  Skirving,  then  Cora  J.  Nessly,  owned  the 
following  described  land  adjoining  Plaintiff's  above 
described  Tax  Lot  4,  along  the  south  boundary  line 
thereof,  to-wit: 

That  portion  of  the  Southeast  quarter  of  the 
Northwest  quarter  of  Section  2,  Township  21, 
North,  Range  5  East  WM,  lying  East  of  the 
Northern  Pacific  Railway  Right  of  Way;  and 
the  West  990  feet  of  the  Southwest  Quarter  of 
the  Northeast  Quarter  of  said  Section,  less  the 
Northern  Pacific  Railway  Right  of  Way;  and 
less  the  South  660  feet  of  the  East  660  feet; 
less  portion  of  the  North  660  feet  lying  East- 
erly of  Jenkins  Creek;  and  less  portion  of  the 
South  330  feet  of  the  West  330  feet  lying  East- 
erly of  Jenkins  Creek,  together  with  a  right  of 
way  for  road  over  that  portion  of  the  North 
25  feet  of  the  Southwest  Quarter  of  the  North- 
east Quarter  lying  between  Jenkins  Creek  and 
Soos  Creek-Berrydale  Road;  except  roads,  sit- 
uated in  King  County,  Washington. 

XV. 

That  on  or  about  January  13,  1944,  the  Defend- 
ant, Cora  J.  Skirving,  formerly  Cora  J.  Nessly,  sold 
the  aforesaid  property  on  real  estate  contract  to 
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tlie  Defendants,  Clarence  A.  Rees  and  Evelyn  E. 
Rees,  his  wife,  which  said  contract  was  recorded  in 
the  office  of  the  County  Auditor  of  Kms;  County, 
Washins^ton,  on  April  19,  1944,  in  Volume  2218  of 
Deeds,  at  paore  897,  under  Auditor's  File  No. 
3378923,  records  of  said  County. 

That  said  Defendant.  Cora  J.  Skirying-,  formerly 
Nessly,  delivered  ])ossession  of  said  property  to  the 
Defendants  Rees  and  wife,  who  immediately  there- 
after took  possession  of  same  and  are  in  possession 
at  the  present  time;  and  that  since  the  institution 
of  this  action  said  Defendants  have  paid  the  full 
balance  due  upon  said  contract,  and  have  received 
a  warranty  deed  from  Cora  J.  Skirving  covering 
said  property. 

XVI. 

That  in  1932,  one  Doc  Hamilton  purchased  the 
aforesaid  property  on  real  estate  contract,  and  in 
1932  erected  a  house,  sheds,  barn  and  removed  a 
refrigerator  car  thereon ;  that  thereafter  certain 
labor  liens  were  foreclosed  thereon,  and  Cora  J. 
Skirving  was  made  a  party  defendant.  That  sub- 
sequently she  entered  into  a  stipulation  in  said 
action  that  the  buildings  be  separated  from  the  land 
and  sold  as  personalty,  and  the  title  to  her  land  be 
free  from  any  cloud  thereby. 

XVII. 

That,  in  accordance  with  said  stipulation,  on  or 
about  May  9,  1938,  said  buildings  were  offered  for 
sale  at  public  auction  by  the  Sheriff  of  King  County 


Soren  N.  Jensen  and  Anna  Jensen  75 

Bankrupts'  Exhibit  No.  3 — (Continued) 
and  that  Plaintiffs  purchased  the  same.  That  there- 
after Plaintiffs  removed  all  of  said  buildings  from 
the  particular  place  where  they  were  then  standing 
onto  the  North  65  feet  of  the  above  described  prop- 
erty, by  mistake  and  inadvertance  and  under  the 
mistaken  belief  that  they  owned  said  property  as 
the  south  portion  of  Lot  4.  That  at  said  time  it 
was  the  general  belief  of  both  Plaintiffs  and  the 
Defendant  Skirving  that  the  North  65  feet  belonged 
to  Tax  Lot  4,  and  said  Defendant  agreed  that  said 
buildings  might  be  permanently  located  at  the  place 
of  removal  under  that  belief. 

That  at  no  time  would  the  Plaintiffs  have  con- 
tinued in  possession  of  or  maintained  said  buildings 
upon  the  North  65  feet  as  aforesaid,  and  at  no  time 
would  the  Defendant  Skirving  have  agreed  that 
Plaintiffs  should  remain  in  possession  of  said  North 
65  feet,  if  they,  or  either  of  them,  had  known  where 
the  true  boundary  line  between  Tax  Lot  4  and  the 
Defendant  Skirving 's  property  actually  existed.    ; 

That  the  houses,  sheds,  barns  and  each  structure 
now  upon  said  North  65  feet  have  been  at  nil  times 
cojisidered  as  personalty  by  the  Plaintiffs  and  the 
Defendant  Skirving;  and  that  at  the  time  of  her 
sale  of  said  property  to  the  Defendants,  Clarence 
A.  Rees  and  wife,  said  structures  were  not  included 
in  the  sale  and  no  consideration  was  given  for  them, 
nr  either  of  them.  That  the  Defendants  Rees  and 
wife  never  at  any  time  believed  they  were  purchas- 
ing said  structures,  or  either  of  them,  bavins:  been 
advised  at  the  time  of  their  purchase  that  the  build- 
ings were  no  part  of  the  property  purchased. 
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XVIII. 

That  notwithstanding  the  facts  hereinabove  set 
out,  the  Defendants,  Clarence  A.  Rees  and  Evelyn 
E.'  Rees,  liis  wife,  on  or  about  January-  20,  1944, 
took  possession  of  all  and  every  one  of  the  sti'uctures 
hereinabove  mentioned,  moved  into  the  house  and 
ejected  the  Plaintiffs'  tenants  therefrom,  and  in  all 
respects  converted  said  property  to  their  own  uses; 
and  denied  the  use  or  possession  of  same  to  Plain- 
tiffs and  their  tenants ;  and  continue  to  do  so  up 
to  the  present  time,  although  the  Plaintiffs  col- 
lected rent  thereon  for  January  and  February, 
1944,  and  their  tenants  remained  in  possession  of 
said  houses  during  said  period. 

XIX. 

That  the  fair  market  value  of  the  house  and 
other  structures  upon  the  North  65  feet  of  the 
Defendant  Skirving's  property  so  converted  by  the 
Defendants,  Rees  and  wife,  at  the  time  of  the  con- 
version or  about  January  20,  1944,  was  $1,000.00. 

To  each  and  every  finding  herein  the  Defend- 
ants Clarence  A.  Rees  and  EveljTi  E.  Rees,  his 
wife,  except,  and  their  exceptions  are  hereby 
allowed. 

Done  in  Open  Court  this  5th  June,  1945. 

J.  T.  RONAT.D, 

Judge. 
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And  from  the  foregoing  Findings  of  Fact,  the 
Court  makes  the  following 

Conclusions  of  Law 

I. 

That  the  Plaintiffs  have  not  established  their 
right  to  have  the  Tax  Deed  to  Tax  Lot  4  set  aside 
nor  to  have  the  title  to  said  Tax  Lot  4  quieted  in 
them  upon  the  ground  of  equitable  frustration  by 
clear,  cogent  and  convincing  evidence,  as  set  out 
in  the  first  cause  of  action  of  their  complaint,  as 
amended;  and  that  said  first  cause  of  action  shmild 
be  dismissed.  ' '   ^  ^ 

IL  - 

That  the  evidence  does  not  establish  that  Plain- 
tiffs have  been  in  open,  hostile,  notorious  and  ex- 
clusive possession  of  the  North  65  feet  of  the  prop- 
erty of  the  Defendants,  as  set  out  in  Plaintiffs' 
second  cause  of  action;  and  that  Plaintiffs  are  not 
entitled  to  said  property  upon  the  groimd  of  acqui- 
sition by  adverse  possession;  and  that  said  second 
cause  of  action  should  be  dismissed. 

III. 

That  this  is  an  equitable  action,  and  the  Court  has 
the  right  to  do  equity  between  the  parties,  once  it 
has  acquired  jurisdiction  of  the  parties  and  the 
causes  of  action. 
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IV. 

That'  the  Defendants,  Clarence  A.  Rees  and  Eve- 
lyn E.  Rees,  his  wife,  have  converted  personal  prop- 
erty belonging  to  the  Plaintiffs,  consisting  of  a 
house,  shed,  barn  and  other  structures  situated  on 
the  North  65  feet  of  the  Defendants'  property, 
which  property  was  so  located  thereon  by  agree- 
ment of  the  Plaintiffs  and  Defendant  Skir\dng, 
and  was  at  all  times  considered  as  personal  prop- 
erty in  which  the  Defendant  Skirving  never  at  any 
time  claimed  an  interest,  and  was  not  sold  to  the 
Defendants  Rees  and  no  consideration  was  paid  by 
the  Defendants  Rees  therefor. 

That  the  Defendants  Rees  and  wife  have  become 
unjustly  and  unlawfully  enriched  by  their  con- 
version of  Plaintiffs'  buildings  in  the  amount  of 
$1,000.00,  and  Plaintiffs  are  entitled  to  judgment 
therefor. 

V. 

That  the  Plaintiffs  are  entitled  to  their  Costs  and 
disbursements  herein  expended  against  the  Defend- 
ants, Clarence  A.  Rees  and  Evelyn  E.  Rees,  his 
wife,  and  the  community  composed  of  them. 

VI 

That  the  Defendant,  Cora  J.  Skirving,  is  entitled 
to  have  the  above  entitled  action  dismissed  as  to 
her;  and  she  is  entitled  to  her  costs  and  disburse- 
ments expended  in  the  sum  of  $5.50  against  the 
Plaintiffs. 
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To  each  and  every  conclusion  herein  the  Defend- 
ants, Clarence  A.   Rees  and  Evelyn  E.  Rees,  his 
wife,    except,    and    their    exceptions    are    hereby 
allowed. 

Done  in  Open  Court  this  5th  June,  1945. 

J.  T.  RONALD, 
Judge. 


BANKRUPTS'  EXHIBIT  No.  4 

In  the  Superior  Court  of  the  State  of  Washington 
for  King  County 

No.   352943 

SOREN  N.  JENSEN  and  ANNA  JENSEN, 
husband  and  wife, 

Plaintiffs, 

vs. 

CLARENCE  A.  REES  and  EVELYN  E.  REES, 
his  wife,  and  CORA  J.  NESSLY,  now  CORA 
J.  SKIRVING, 

Defendants. 

DECREE 

This  cause  coming  on  regularly  for  trial  on  April 
19,  1945,  before  the  above  entitled  Court,  the  Hon- 
orable J.  T.  Ronald  presiding,  upon  the  Amended 
Complaint  of  the  Plaintiffs,  impleading  in  equity, 
and  the  Amended  Answer  of  the  Defendants,  Clar- 
ence A.  Rees  and  Evelyn  E.  Rees,  his  wife;  and 
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the  Answer  of  Cora  J.  Skirving",  another  Defend- 
ant; the  Plaintiffs  appearino^  in  person  and  by  and 
through  their  attorneys  of  record,  Lady  Willie 
ForbiiS;  and  the  Defendants  Rees  and  wife  appear- 
ing by  and  through  their  attorneys  of  record,  David 
J.  Williams  and  Mary  E.  Burrus;  and  the  Defend- 
ant, Cora  J.  Skirving  appearing  per  se;  whereupon 
said  cause  proceeded  to  trial;  and  the  Court  having 
heard  the  testimony  and  evidence  of  Plaintiffs  and 
their  witnesses,  Plaintiffs  rested;  and  thereupon 
the  Defendants,  Clarence  A.  Rees  and  Evelyn  E. 
Rees,  his  wife,  introduced  testimony  and  evidence 
in  their  behalf  and  rested;  and  thereupon  the  De- 
fendant, Cora  J.  Skirving  gave  testimony  in  her 
own  behalf  and  rested;  and  the  Court  having  heard 
the  testimony  and  evidence,  and  having  heai'd  tie 
arguments  of  respective  counsel;  and  the  Court 
Iiavbig  fully  considered  the  law  and  the  evidence 
in  said  cause;  and  having  heretofore  made  and 
entered  its  Findings  of  Fact  and  Conclusions  of 
Law  in  writmg  and  filed  the  same ; 

Now,  Therefore,  It  Is  Hereby  Ordered,  Adjudged 
and  Decreed  that  the  first  cause  of  action  of  Plain- 
tiffs' Complaint  be  and  the  same  hereby  is  dis- 
missed as  to  the  Defendants,  Clarence  E.  Rees  and 
Evelyn  E.  Rees,  his  wife. 

It  Is  Further  Ordered,  Adjudged  and  Decreed 
that  the  second  cause  of  action  of  Plaintiffs'  Com- 
plaint be  and  the  same  hereby  is  dismissed  as  to 
the  Defendants,  Clarence  A.  Rees  and  Evelyn  E. 
Rees,  his  wife,  and  as  to  the  defendant,  Cora  .1. 
Skirving. 
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It  Is  Further  Ordered,  Adjudged  and  Decreed 
that  the  Plaintiffs  do  have  and  recover  judgment 
against  the  Defendants,  and  the  community  com- 
posed of  Clarence  A.  Rees  and  Evelyn  E.  Rees,  his 
wife,  in  the  sum  of  One  Thousand  ($1,000.00) 
Dollars. 

It  Is  Further  Ordered,  Adjudged  and  Decreed 
that  the  Plaintiffs  do  have  and  recover  their  costs 
and  disbursements  herein  to  be  taxed  against  the 
Defendants,  Clarence  A.  Rees  and  Evelyn  E.  Rees, 
his  wife,  and  the  community  composed  of  them. 

It  Is  Further  Ordered,  Adjudged  and  Decreed 
that  the  Defendant,  Cora  J.  Skirving,  do  have  and 
recover  her  costs  and  disbursements  in  the  sum  of 
$5.50  against  the  Plaintiffs. 

To  all  and  each  and  every  part  of  which  the  De- 
fendants, Clarence  A.  Rees  and  Eveljm  E.  Rees,  his 
wife,    except,    and    their    exceptions    are    hereby 
allowed. 
Done  in  Open  Court  this  June  5th,  1945. 

J.  T.  RONALD, 
Judge. 
Presented  by: 

LADY  WILLIE  FORBUS, 
Attorney  for  Plaintiffs. 
Copy  received  this  May  4,  1945. 

COLVIN  &  WILLIAMS, 

Attorneys  for  Defendants 
Rees  and  Wife. 
By  JOYCE  HOLMGREN, 
Attorney  Per  se. 
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[Endorsed]:  No.  11830.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  Clarance 
A.  Rees  and  Evelyn  E.  Rees,  bankrupts,  Appellants, 
vs.  Soren  N.  Jensen  and  Anna  Jensen,  Appellees. 
Transcript  of  Record  upon  appeal  from  the  District 
Court  of  the  United  States  for  the  Western  District 
of  Washington,  Northern  Division. 

Filed  January  12,  1948. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit. 


In  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  11830 

In  the  Matter  of 
CLARANCE  A.  REES  and  EVELYN  E.  REES, 

a  marital  community, 

Bankrupts,  Appellants, 

vs. 

SOREN  N.  JENSEN  and  ANNA  JENSEN, 

'  Creditors,  Respondents. 

STATEMENT  OF  POINTS 

The  decision  of  the  District  Court  approving  the 
Referee's  decision  was  foimded  upon  a  misconcep- 
tion of  the  law.  While  the  District  Judge  indicated 
that  he  perceived  that  the  facts  showed  no  more 
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than  a  technical  conversion,  he  erred  in  failing  to 
distinguish  between  the  law  here  applicable  and 
the  law  properly  applicable  only  to  those  conver- 
sions arising  out  of  aggravated  circumstances.  He 
further  erred  in  believing  himself  bound  to  uphold 
the  Referee's  decision,  when  the  decision  for  the 
reasons  which  appear  below,  was  not  supported  by 
the  records  in  the  cause. 

1.  The  decision  of  the  Referee  in  Bankruptcy 
showed  a  complete  misunderstanding  of  the 
facts  in  the  case  and  was  arbitrary  and  errone- 
ous in  both  fact  and  law. 

2.  The  Referee  found  facts  which  the  State 
Superior  Court  had  expressly  declined  to  find 
and  which  putative  facts  were  without  support 
in  the  record. 

3.  The  Referee  improperly  drew  certain  infer- 
ences from  the  failure  of  the  Bankrupt,  Clar- 
ance  A.  Rees,  to  testify  at  the  hearing  before 
the  Referee. 

4.  The  Referee  ignored  the  record  as  to  the  loca- 
tion upon  the  land  of  the  structures  technically 
converted  by  the  Bankrupts,  Rees,  thus  evi- 
dencing a  failure  to  comprehend  the  issues  in 
the  State  Court  proceeding  and  the  nature  of 
the  resultant  judgment  debt. 

5.  The  Bankrupts  in  the  proceedings  before  the 
Referee  wei'e  not  given  the  benefit  of  the  pre- 
sumptions existing  in  their  favor  upon  the 
issue  and  were  thereby  prejudiced. 
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The  prime  factor  in  this  api)eal  is  that  the  record 
does  not  show  such  wilful  and  malicious  injury  to 
the  property  of  another  as  to  exempt  the  judgment 
debt  of  the  respondents  Jensen  from  the  discharge 
in  bankruptcy,  and  it  was  error  both  in  law  and 
in  fact  to  have  so  excei)ted  such  judgment  debt. 

CALVIN  &  WILLIAMS, 

Attorneys  for  Bankrupts, 
Appellants. 

Copy  received  Jan.  22,  1948. 

/s/  LADY  WILLIE  FORBUS, 
Attorney  for  Creditors, 
Jensen  et  al. 

[Endorsed] :     Filed  Jan.  23,  1948. 


No.  11830 

IN  THE 

UNITED  STATES 
CmCUIT  COUKT  OF  APPEALS 

FOJR  THE  NINTH  CBRCUIT 


Clarance  a.  Rees  and  Evelyn  E.  Rees,  bankrupts, 

AppellantSf 
vs. 

SoREN  N.  Jensen  and  Anna  Jensen,         Appellees. 


Appeal  from  the  United  States  District  Court 

FOR  THE  Western  District  of  Washington, 

Northern  Division 


BRIEF  OF  APPELLANTS 


CoLviN  &  Williams, 

Attorneys  for  Appellants, 
David  J.  Williams, 
Mary  E.  Burrus, 

of  Counsel. 
Central  Building, 
Seattle  4,  Washington.  APR  1  2 1 940 

THE  ARGUS   PRE88,  SEATTLE 


No.  11830 

nVTBDE 

UNITED  STATES 
;IKCUIT  COUBT  OF  APPEAL! 

FOB  THE  NINTH  CERCUIT 


Clarance  a.  Rees  and  Evelyn  E.  Rees,  bankrupts, 

Appellants, 
vs. 

SoREN  N.  Jensen  and  Anna  Jensen,         Appellees. 


Appeal  from  the  United  States  District  Court 

FOR  THE  Western  District  of  Washington, 

Northern  Division 


BRIEF  OF  APPELLANTS 


CoLviN  &  Williams, 

Attorneys  for  Appellants. 
David  J.  Williams, 
Mary  E.  Burrus, 

of  Counsel. 
Central  Building, 
Seattle  4,  Washington. 


ttt 
INDEX 

Page 

Jurisdiction  1 

Statement  of  the  Case 2 

Specification  of  Errors 10 

Statement  of  Points 11 

Argument  13 

I.  Appellees  should  have  shown  those  aggravated 
features  in  appellants'  conduct  which  are  a  neces- 
sary constituent  of  a  wilful  and  malicious  injury 
to  property  in  order  to  have  estopped  appellants 
from  obtaining  the  benefit  of  their  discharge  in 
bankruptcy 14 

A.  Not  every  conversion  is  a  wilful  and  malicious 
injury  to  property  within  Section  17(a)(2) 

of  the  Bankruptcy  Act  (11  U.S.C.  §35 (a)  (2)..  15 

B.  Wilfulness  and  malice  are  present  only  where 
there  is  a  wanton  disregard  of  the  rights  of  oth- 
ers    16 

C.  The  burden  of  proof  of  wilfulness  and  malice 
was  upon  appellees 22 

II.  Appellants  did  not  act  in  wanton  disregard  of 
appellees'  rights;  therefore,  appellants  did  not 
wilfully  and  maliciously  injure  appellees'  prop- 
erty   23 

III.  The  decision  of  the  Referee  in  Bankruptcy  was 
based  upon  facts  not  of  record 28 

A.  In  the  face  of  the  express  refusal  of  the  Su- 
perior Court  to  so  find,  the  Referee  found  that 
appellants  knew  that  the  value  of  Tax  Lot  was 
greatly  in  excess  of  the  amount  paid  therefor....  29 

B.  The  Referees'  finding  that  the  structures  here- 
in were  known  to  appellants  to  be  the  personal 
property  of  appellees  is  without  basis  in  the 
record 29 

C.  The  Referee  ignored  the  record  as  to  the  loca- 
tion upon  the  land  of  the  structures  converted 

by  appellants 30 


iv  Index 

Page 

IV.  The  Referee,  by  drawing  an  inference  unfavor- 
able to  appellants  from  their  failure  to  take  the 
witness  stand,  erroneously  shifted  the  burden  of 
proof 32 

A.  After  indicating  that  he  was  unable  to  per- 
ceive any  evidence  of  wanton  misconduct  by 
appellants,  the  District  Court  erroneously  sus- 
tained the  Referee's  decision  that  appellants 
had  acted  wilfully  and  maliciously 35 

B.  The  District  Court  accorded  excessive  weight 

to  the  Referee's  findings  of  fact 36 

Conclusion  38 

INDEX  OF  CASES 

Blauweiss,  In  re  (City  Ct.  of  N.Y.  Queens  County) 

23N.Y.Supp.(2d)  907  (1940) 21 

Bowen,  In  re  (D.C.  E.D.  Pa.)  58  F.  Supp.  286,  294 

(1944)  affirmed   (CCA.   3)    151   F.(2d)    690 

(1945)  37 

Brown  v.  Garey,  267  N.Y.  167, 196  N.E.  12  (1935) 

15,18,22 

Buzas,  Matter  of  (D.C.  N.D.Cal)  58  F.  Supp.  717 

(1944) 21 

W.  F.  Corvin&Co.  v.  United  States  (CCA.  6)  181 

Fed.  296,  104  CCA.  270  (1910) 33 

Davis  V.  Aetna  Acceptance  Co.,  293  U.S.  328,  332, 

55  Sup.  Ct.  151  (1934) 15, 16, 17,  19,  22 

Emigh  v.  Lohnes,  21  Wn.(2d)  913,  153  P.  (2d)  869 

(1944)  20 

Frangos  v.  Frangos   (Superior  Ct.  Pa.)   157  Pa. 

Super.  87,  31  A.  (2d)  416  (1945) 21 

Freeh,  In  re  (D.C.  N.J.)  109  Fed.  620  (1901) 20 

Goldstein,  Matter  of  (D.C.  S.D.N. Y.)  30  F.  Supp. 

443  (1939)  21 

Green,  Inre  (CCA.  7)  87F.(2d)  951  (1937) 20 

Gumbinsky,  In  re  (D.C.  W.D.N. Y.)  8  F.  Supp.  601 

(1934)  21 

Hercules  Gasoline  Co.,  In  re  (CCA.  9)  76  F.(2d) 

677  (1935)  38 

Kreitlein  v.  Ferger,  238  U.S.  21,  26,  35  Sup.  Ct.  685 

(1915)  22 


Table  of  Cases  v 

Page 

La  Porte,  In  re  (D.C.  W.D.N. Y.)  54  F.  Supp.  911 

(1943)  20 

Levitan,  In  re  (D.C.  N.J.)  224  Fed.  241  (1915).-.. 

15,20,23 

Mcissachusetts  Bonding  Co.  v.  Lineberry,  320  Mass. 

410,  70N.E.(2d)  308  (1946) 20 

McFarland  v.  Commercial  Boiler  Works ,  10  Wn. 

(2d)  81,  116  P.  (2d)  228  (1941) 34 

Mclntyre  v.  Kavanaugh,  242  U.S.  138,  37  Sup.  Ct. 

38  (1916) 17,  18, 19,  20 

Minsky,  In  re  (D.C.  N.Y.)  46  F.  Supp.  104  (1942)  20 
Ohio  Valley  Co.  v.  Mack  (CCA.  6)  163  Fed.  155, 

158  (1906) 37 

Probst  V.  Jones,  262  Mich.  678,  247  N.W.  779 

(1933)  21 

Smith  V.  Ladrie,  98  Vt.  429,  129  Atl.  302  (1925)....  21 
Tinker  v.  Colwell,  193  U.S.  473,  24  Sup.  Ct.  505 

(1904)  20 

Ulner  v.  Doran,  167  App.  Div.  259,  152  N.Y.  Supp. 

655  (1915)  15,  20 

United  States  v.  Mammoth  Oil  Co.  (CCA.  8)  14  F. 

(2d)  705  (1926)  reversing  5  F.(2d)  330,  certi- 
orari granted  47  Sup.  Ct.  332,  273  U.S.  686,  71  L. 

ed.  840  affirmed  48  Sup.  Ct.  1,  275  U.S.  13,  72  L. 

ed.  138 33 

Van  Epps  v.  Aufdemkamp  (Cal.  Dist.  Ct.  of  App. 

2d  Dist.  Div.  1)  138  Cal.  App.  622,  32  P.  (2d) 

1116  (1934)  - 21 

Weeks  v.  Streicher  (Ct.  of  App.  Lucas  County)  74 

OhioApp.  253,  58N.E.(2d)  415  (1943) 21 

STATUTES 

U.S.C  Title  11,  §35 13, 14, 15 

U.S.C  Title  28,  §41-19 1 

U.S.C  Title  28,  §225 1 

U.S.C.  Title  28,  §230 1 

COURT  RULES 

Federal  Rules  of  Civil  Procedure,  Rule  73 1 


IN  THE 

UNITED  STATES 
CIKCUIT  COUBT  OF  APPEALS 

FOM  THE  NINTH  CIKCUIT 

Clarance  a.  Rees  and  Evelyn  E.  Rees, 
bankrupts,  Appellants, 

vs.  >  No.  11830 

SoREN  N.  Jensen  and  Anna  Jensen, 

Appellees. 

Appeal  from  the  United  States  District  Court 

FOR  the  Western  District  of  Washington, 

Northern  Division 


BRIEF  OF  APPELLANTS 


JURISDICTION 

Jurisdiction  of  the  District  Court  in  this  cause  is 
based  upon  U.S.C.  Title  28,  Section  41-19,  conferring 
upon  Federal  District  Courts  original  jurisdiction  in 
all  matters  and  proceedings  in  Bankruptcy. 

Jurisdiction  of  the  Circuit  Court  of  Appeals  in  this 
cause  is  based  upon  U.S.C.  Title  28,  Sec.  225,  author- 
izing an  appeal  to  a  United  States  Circuit  Court  of 
Appeals  from  a  final  decision  in  a  Federal  District 
Court  and  U.S.C.  Title  28,  Sec.  230,  requiring  such 
an  appeal  to  be  taken  within  three  months  after  entry 
of  judgment.  In  this  cause  the  judgment  of  the  Dis- 
trict Court  was  entered  on  October  13,  1947  (R.  22) 
and  Notice  of  Appeal  and  Supersedeas  Bond  were  duly 
filed  on  October  15,  1947  (R.  28)  F.R.C.P.  Rule  73. 


STATEMENT  OF  THE  CASE 

Because  of  the  importance  of  the  factual  issues,  the 
following  extended  statement  of  the  case  has  been 
thought  necessary  to  a  full  understanding. 

This  cause  arises  out  of  litigation  involving  two 
parcels  of  land,  forming  one  continuous  tract,  which 
lies  in  the  vicinity  of  Lake  Meridian  near  the 
point  at  which  Jenkins  Creek  crosses  the  James  B. 
Kinne  Road,  about  four  miles  from  the  Town  of  Kent 
in  the  State  of  Washington.  One  of  these  parcels, 
often  referred  to  in  the  record  as  ''Tax  lot  4"  and 
hereafter  for  convenience  so  called,  is  described  as 
follows: 

"That  portion  of  said  Government  Lot  2,  lying 
southeasterly  of  the  Northern  Pacific  Railroad 
Company  right  of  way  and  Westerly  of  the 
James  B.  Kinne  Road,  Section  2,  Township  21 
North,  Range  5  EWM,  situated  in  King  County, 
Washington,  being  known  as  Tax  Lot  4."  (R. 
68). 

The  other  parcel,  hereafter  referred  to  as  the 
"Skirving  property,"  is  described  as  follows : 

"That  portion  of  the  Southeast  quarter  of  the 
Northwest  quarter  of  Section  2,  Township  21, 
North,  Range  5  East  WM,  lying  East  of  the 
Northern  Pacific  Railway  Right  of  Way ;  and  the 
West  990  feet  of  the  Southwest  Quarter  of  the 
Northeast  Quarter  of  said  Section,  less  the 
Northern  Pacific  Railway  Right  of  Way;  and 
less  the  South  660  feet  of  the  East  660  feet;  less 
portion  of  the  North  660  feet  lying  Easterly  of 
Jenkins   Creek;   and  less  portion  of  the  South 
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330  feet  of  the  West  330  feet  lying  Easterly  of 
Jenkins  Creek,  together  with  a  right  of  way 
for  road  over  that  portion  of  the  North  25  feet 
of  the  Southwest  Quarter  of  the  Northeast 
Quarter  lying  between  Jenkins  Creek  and  Soos 
Creek-Berrydale  Road;  except  roads,  situated 
in  King  County,  Washington."  (R.  73). 

Plats  of  the  area  here  under  discussion  are  included 
in  the  record  in  this  case  (R.  59,  60). 

Tax  lot  4  is  a  piece  of  vacant  pasture  of  about  1.5 
acres  (R.  71)  which  adjoins  along  its  south  boundary 
the  Skirving  property  and  forms  a  continuatioin 
thereof  (R.  73).  The  Skirving  property  comprises 
about  22  acres.  Upon  said  tract  of  land  are  located 
certain  structures,  viz.,  a  house,  sheds,  barn,  and 
refrigerator  car  (R.  li-lS,  78),  whose  exact  position 
upon  said  tract  with  reference  to  the  boundaries  of  the 
Skirving  property  and  Tax  lot  4,  as  will  hereafter 
appear,  were  determined  in  the  course  of  and  as 
incident  to  a  proceeding  in  the  Superior  Court  of  the 
State  of  Washington  for  King  County,  hereafter 
called  the  Superior  Court.  It  is  these  structures 
whose  conversion  by  appellants  gave  rise  to  the  judg- 
ment debt  (R.  78)  which,  appellants  contend,  has  been 
discharged. 

Appellees  owned  Tax  lot  4  from  June,  1929,  until 
April  21,  1932,  when  a  tax  deed  covering  said  Tax 
lot  4  was  issued  to  King  County,  Washington,  as  the 
result  of  a  foreclosure  of  a  certificate  of  delinquency 
for  general  taxes  for  the  years  1924  to  1927  (R. 
69-70). 


The  Skirving  property  was  owned  by  Cora  J. 
Skirving  at  the  time  that  appellees  acquired  Tax 
lot  4  (R.  73).  In  1932,  one  Doc  Hamilton  purchased 
said  property  from  Cora  J.  Skirving  on  real  estate 
contract,  and  in  the  same  year  erected  thereon  a  house, 
sheds,  barn  and  moved  a  refrigerator  car  thereon 
(R.  74).  Thereafter  certain  labor  liens  were  fore- 
closed thereon,  and  Cora  J.  Skirving  was  made  a 
party  defendant.  In  this  foreclosure,  Cora  J.  Skirv- 
ing entered  into  a  stipulation  that  the  buildings  be 
separated  from  the  land  and  sold  as  personalty  (R. 
74).  On  or  about  May  9,  1938,  appellees  purchased 
said  buildings  at  public  auction  held  in  accordance 
with  said  stipulation.  Appellees  thereafter  moved 
the  buildings  from  the  place  where  they  were  standing 
onto  the  north  65  feet  of  the  Skirving  property  under 
the  mistaken  belief  that  they  owned  the  65  feet  as 
the  south  portion  of  Tax  lot  4,  a  belief  shared  by  Cora 
J.  Skirving  (R.  74-75).  Neither  appellees  nor  Cora  J. 
Skirving  knew  where  the  true  boundary  line  between 
the  Skirving  property  and  Tax  lot  4  existed  and  ap- 
pellees would  neither  have  continued  in  possession 
and  maintained  the  buildings  on  the  north  65  feet 
of  the  Skirving  property  nor  would  Cora  J.  Skirving 
have  permitted  the  appellees  to  remain  in  possession 
of  the  north  65  feet  of  the  Skirving  property  if  they 
had  known  where  the  true  boundary  line  existed  (R. 
75). 

On  or  about  January  13,  1944,  appellants  entered 
into  a  real  estate  contract  for  the  purchase  of  this 
property  from  Cora  J.  Skirving  (R.  73-74),  by  which 


Cora  J.  Skirving  undertook  to  convey  the  property 
owned  by  her  "with  the  appurtenances  thereto  belong- 
ing *  *  *"  (R.  61),  and  by  which  appellants  agreed 
to  "keep  all  buildings  thereon  insured  for  a  sum  equal 
to  the  deferred  payments  above  specified,  in  some 
insurance  company  satisfactory  to  said  vendor  *  *  *" 
(R.  62).  Appellants  immediately  took  possession 
thereof,  and  during  the  pendency  of  the  action  in 
the  Superior  Court  (hereafter  referred  to),  received 
a  warranty  deed  of  said  property  from  Cora  J.  Skirv- 
ing (R.  74). 

On  or  about  March  20,  1944,  appellants  received 
a  conveyance  of  Tax  lot  4  from  King  County  (R.  71), 
paying  therefor  to  King  County  the  sum  of  $50.00 
together  with  the  cost  thereof  amounting  to  approxi- 
mately $9.00  (R.  72). 

At  the  time  of  the  issuance  of  the  deed  to  Tax  lot 
4  to  appellants,  appellees  had  tenants  upon  said 
property   (R.  72). 

Appellants,  by  their  then  attorney,  M.  L.  Long- 
fellow, in  a  letter  dated  February  26,  1944,  addressed 
to  appellees  and  their  tenants,  demanded  possession 
of  said  property  (R.  64,  72),  stating  as  their  reason 
for  such  demand  that: 

"There  is  a  dwelling  house  located  in  part, 
possibly,  upon  this  property,  but  Mr.  Rees  has 
purchased  other  real  estate  joining  this,  and 
consequently  is  entitled  to  the  dwelling  house 
regardless  of  whether  the  same  is  located  upon 
the  real  estate  herein  above  described  (Tax  lot 
4),  or  upon  the  other  tract  of  real  estate  which 


has  been  purchased  by  Mr.  Rees  (obviously  re- 
ferred to  the  Skirving  property)." 

Shortly  thereafter,  appellants  took  possession  of 
the  premises  and  retained  them  (R.  72). 

Appellees,  in  the  same  year,  began  a  suit  in  equity 
in  the  Superior  Court  whose  purpose,  according  to 
the  affidavit  of  appellees'  attorney,  was  "to  set  aside 
a  certain  County  Treasurer's  Tax  Deed  issued  to 
the  defendants  herein  covering  certain  property  al- 
legedly belonging  to  the  plaintiffs,  and  to  forever 
quiet  title  to  the  property  described  in  said  tax  deed 
in  the  plaintiffs"  (R.  32).  This  complaint,  which 
is  reproduced  almost  verbatim  as  a  first  cause  of 
action  in  appellees  amended  complaint  (R.  36),  was 
based  upon  facts  allegedly  showing  that  appellees 
had  been  frustrated  by  agents  of  the  Treasurer  of  King 
County  in  their  attempt  to  pay  taxes  on  Tax  lot  4,  and 
were,  therefore,  entitled  to  relief  predicated  upon 
such  facts.  The  structures  in  question  on  this  appeal 
were  mentioned  only  incidentally  in  the  complaint  as 
being  located  upon  Tax  lot  4,  and  no  relief  in  any 
way  connected  with  them  was  sought. 

Appellants  on  August  31,  1944,  gave  notice  of  trial 
amendment  to  amend  their  answer  to  allege  that  Tax 
lot  4  was  not  improved  by  any  dwelling  house  and  had 
no  improvements  of  value  upon  it  (R.  30). 

Thereupon  on  September  2,  1944,  appellees  entered 
a  motion  to  amend  their  summons  and  complaint  (R. 
31)  by  adding  a  new  party  and  new  cause  of  action. 
In  support  thereof,  appellees'  counsel  filed  an  affidavit 
(R.  32)  in  which  it  was  deposed  that  "*  *  *  at  the 


time  suit  was  brought  and  the  issues  framed  by  the 
litigating  parties,  it  was  the  belief  of  all  said  parties 
plaintiffs  and  defendants  that  certain  improvements^ 
consisting  of  a  five-room  house,  outhouse,  and  sheds 
of  the  reasonable  value  of  $2,000.00  were  located 
upon  property  described  in  the  Tax  Deed  [Tax  lot  4] 
*  *  *"  (R.  32).  The  remainder  of  the  affidavit  is 
concerned  with  a  statement  of  matter  later  reproduced 
as  the  appellees'  second  cause  of  action,  discussed 
below. 

Upon  proper  leave,  an  amended  complaint  was 
filed  by  appellees  in  the  Superior  Court  on  Sept.  6, 
1944  (R.  36).  The  first  cause  of  action  alleged  facts 
claimed  to  entitle  appellees  to  a  decree  quieting  title 
to  Tax  lot  4  for  the  reasons  above  stated.  Appellees' 
second  cause  of  action  (R.  43)  alleges  facts  calculated 
to  show  adverse  possession  of  the  north  65  feet  of 
the  Skirving  property  for  the  prescriptive  period 
by  the  appellees.  In  this  cause  of  action,  just  as  in 
their  first  cause  of  action,  appellees  mentioned  the 
improvements  upon  the  land  only  incidentally  (R. 
45,  46),  nowhere  setting  out  facts  which  amounted 
to  an  allegation  of  conversion  of  the  structures  even 
by  inference. 

After  a  full  trial  upon  the  merits  (R.  65),  findings 
of  fact  and  conclusions  of  law  were  entered  in  the 
Superior  Court  action.  The  legal  conclusions  of  the 
judge  of  the  Superior  Court  were,  first,  that  ap- 
pellees had  not  by  clear,  cogent  and  convincing  evi- 
dence established  their  right  to  have  title  to  Tax 
lot  4  quieted  in  them  (R.  77),  and,  second,  that  ap- 
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pellees'  evidence  did  not  establish  that  they  were  en- 
titled to  the  north  65  feet  of  the  Skirving  property 
upon  the  ground  of  acquisition  by  adverse  possession. 
Thereupon,  the  court  noted  that  the  action  before  it 
was  equitable  in  nature  and  that  the  court  had  the 
right  to  do  equity  between  the  parties,  having  acquired 
jurisdiction  of  them  and  the  cause  of  action  (R.  77). 
Upon. the  strength  of  this  pronouncement  and  certain 
findings  of  fact  set  out  next  below,  the  court  then 
proceeded  to  enunciate  the  bare  conclusion  that  ap- 
pellants had  converted  the  structures  here  in  question 
(R.  78). 

In  support  of  its  determined  effort  to  achieve 
"equity"  between  the  parties,  the  court  found  that  the 
structures  upon  the  north  65  feet  of  the  Skirving 
property 

"have  been  at  all  times  considered  as  personalty 
by  the  plaintiffs  and  the  defendant  Skirving 
[N.B.,  not  the  appellants] ;  and  that  the  time  of 
her  sale  of  said  property  to  the  defendants  Clar- 
ence A.  Rees  and  wife  said  structures  were  not  in- 
cluded in  the  sale  and  no  consideration  was  given 
for  them  or  either  of  them.  That  the  defendants 
Rees  and  wife  never  at  any  time  believed  they 
were  purchasing  said  structures,  or  either  of  them, 
having  been  advised  at  the  time  of  their  purchase 
that  the  buildings  were  no  part  of  the  property 
purchased."  (R.  75). 

It  is  upon  these  narrow  factual  conclusions  that 
appellees'  case  must  rest. 

The  extremely  restricted  scope  of  these  findings  is 
shown  by  the  refusal  of  the  court  to  find  anything 
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beyond  their  bare  terms.   Appellees  included  in  their 
draft  of  the  findings  of  fact  presented  to  the  court 
the  following  relatively  innocuous  factual  conclusion: 
"That  at  the  time  of  the   purchase  of  said 
property   (Tax  lot  4)   the  Defendant  Rees  and 
wife,  knew  the  value  of  said  property  was  greatly 
in  excess  of  the  amount  paid,  and  also  knew  that 
plaintiffs  were  ignorant  of  the  pending  proceed- 
ings for  the  sale  of  said  property  by  the  County 
Treasurer."  (R.  72). 

which  the  Superior  Court  judge  struck  and  deleted 
(R.  72). 

After  the  rendition  of  the  judgment  of  the  Superior 
Court,  appellants  filed  a  voluntary  petition  in  bank- 
ruptcy in  the  District  Court  of  the  United  States  for 
the  Western  District  of  Washington,  Northern  Divi- 
sion. In  the  course  of  such  proceedings,  appellees 
filed  objections  to  the  discharge  of  the  bankrupts 
from  the  liability  evidenced  by  the  Superior  Court 
judgment  (R.  2,  3).  Upon  stipulation  of  the  attorneys 
for  all  parties,  made  in  open  court  on  May  6,  1947, 
the  matter  was  considered  and  decided  upon  certain 
documentary  evidence,  oral  argument  and  briefs  sub- 
mitted in  support  of  the  several  contentions  of  the 
parties  (R.  3,  4).  A  decision  by  the  referee  on  ob- 
jections to  release  of  appellants  from  the  Superior 
Court  judgment  (R.  6)  was  rendered  on  May  15, 
1947,  denying  release  from  the  judgment  to  the  ap- 
pellants. Findings  of  fact  and  conclusions  of  law 
in  accordance  with  referee's  decision  were  entered  on 
May  23,  1947  (R.  13). 
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Appellants  appealed  from  the  decision,  findings  of 
fact,  and  conclusions  of  law  of  the  referee  to  the 
District  Court  and  the  court,  per  Black,  J.,  rendered 
an  oral  decision  on  September  30,  1947  sustaining  the 
referee.  An  order  in  accordance  with  this  decision 
was  entered  by  the  court  on  October  13,  1947. 

SPECIFICATION  OF  ERRORS 

1.  The  District  Court  erred  in  sustaining  the  Deci- 
sion of  the  Referee  in  excepting  from  the  benefit  of 
the  discharge,  the  judgment  debt  of  Soren  N.  Jensen 
and  Anna  Jensen,  both  in  law  and  in  fact. 

2.  The  District  Court  erred  in  failing  to  distinguish 
between  the  law  here  applicable  and  the  law  properly 
applicable  only  to  those  conversions  arising  out  of  ag- 
gravated circumstances. 

3.  The  District  Court  erred  in  believing  himself 
bound  to  uphold  the  Referee's  Decision,  when  the  de- 
cision was  not  supported  by  the  record  in  the  cause, 
to-wit: 

a.  Finding  of  Referee  that: 

"*  *  *  the  buildings  were  considered  and  known 
to  all  the  parties,  including  the  bankrupts,  to  be  the 
personal  property  of  the  judgment  creditors  *  *  *." 
(R.  15) 

b.  The  statement  of  the  Referee  that : 

the  structures  "were  probably  mistakenly  placed  on 
Tax  Lot  4,  which  gave  rise  to  this  litigation." 
(R.  8) 

c.  The  inference  that  the  Referee  made  that  the  value 
of  Tax  Lot  4  was  greatly  in  excess  of  the  amount 
paid  therefor.  (R.  8) 
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d.  The  statement  of  the  Referee  that: 

"These  circumstances  and  the  fact  that  the  bank- 
rupts did  not  avail  themselves  of  the  privileges  of 
taking  the  witness  stand  and  explaining  what  mo- 
tives they  had  or  what  possible  justifications  they 
could  have  in  converting  to  their  own  ues  the  per- 
sonal property  of  the  judgment  creditors,  leaves 
the  Findings  of  Fact  and  Conclusions  of  Law  upon 
which  the  judgment  is  based  unanswerable."  (R.  8) 

4.  The  District  Court  erred  in  not  giving  the  bank- 
rupts the  benefit  of  the  presumptions  existing  in  their 
favor,  and  placing  upon  them  the  burden  of  proving 
the  debt  not  dischargeable  (R.  27). 

5.  The  District  Court  erred  in  giving  greater  weight 
to  the  Referee's  Decision  than  he  was  legally  required 
to  when  the  same  record  in  its  entirety  was  before  him 
(R.  3,  27). 

STATEMENT  OF  POINTS 
I. 

Appellees  should  have  shown  those  aggravated  features 
in  appellants'  conduct  which  are  a  necessary  constitu- 
ent of  a  wilful  and  malicious  injury  to  property  in 
order  to  have  estopped  appellants  from  obtaining  the 
benefit  of  their  discharge  in  bankruptcy. 

A.  Not  every  conversion  is  a  wilful  and  malicious  in- 
jury to  property  within  Section  17  (a)  (2)  of  the 
Bankruptcy  Act,  11  U.S.C.  §35  (a)  (2). 

B.  Wilfulness  and  malice  are  present  only  where  there 
is  a  wanton  disregard  of  the  rights  of  others. 

C.  The  burden  of  proof  of  wilfulness  and  malice  was 
upon  appellees. 
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11. 

Appellants  did  not  act  in  wanton  disregard  of  appel- 
lees' rights ;  therefore,  appellants  did  not  wilfully  and 
maliciously  injure  appellees'  property. 

III. 

The  decision  of  the  Referee  in  Bankruptcy  was  based 
upon  facts  not  of  record. 

A.  In  the  face  of  the  express  refusal  of  the  Superior 
Court  to  so  find,  the  Referee  found  that  appellants 
knew  that  the  value  of  Tax  Lot  4  was  greatly  in 
excess  of  the  amount  paid  therefor. 

B.  The  Referee's  finding  that  the  structures  herein 
were  known  to  appellants  to  be  the  personal  prop- 
erty of  appellees  is  without  basis  in  the  record. 

C.  The  Referee  ignored  the  record  as  to  the  location 
upon  the  land  of  the  structures  converted  by  ap- 
pellants. 

IV. 

The  Referee,  by  drawing  an  inference  unfavorable  to 
appellants  from  their  failure  to  take  the  witness 
stand,  erroneously  shifted  the  burden  of  proof. 

V. 

The  district  judge  erred  in  sustaining  the  decision  of 
the  Referee. 

A.  After  indicating  that  he  was  unable  to  perceive  any 
evidence  of  wanton  misconduct  by  appellants,  the 
district  judge  erroneously  sustained  the  Referee's 
decision  that  appellants  had  acted  wilfully  and 
maliciously. 

B.  The  district  judge  accorded  excessive  weight  to  the 
Referee's  findings  of  fact. 
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ARGUMENT 

Section  17  of  the  Bankruptcy  Act,  U.S.C.  Title  11, 
Section  35,  provides: 

''Debts  not  affected  by  a  discharge. 

"(a)  A  discharge  in  bankruptcy  shall  release  a 
bankrupt  from  all  of  his  provable  debts,  whether 
allowable  in  full  or  in  part,  except  such  as  (1) 
are  due  as  a  tax  levied  by  the  United  States,  or  any 
state,  county,  district,  or  municipality;  (2)  are 
liabilities  for  obtaining  money  or  property  by  false 
pretenses  or  false  representations,  or  for  wilful 
and  malicious  injuries  to  the  person  or  property 
of  another,  or  for  alimony  due  or  to  become  due,  or 
for  maintenance  or  support  of  wife  or  child,  or  for 
seduction  of  an  unmarried  female,  or  for  breach  of 
promise  of  marriage  accompanied  by  seduction,  or 
for  criminal  conversation;  (3)  have  not  been  duly 
scheduled  in  time  for  proof  and  allowance,  with 
the  name  of  the  creditor,  if  known  to  the  bankrupt, 
unless  such  creditor  had  notice  or  actual  knowl- 
edge of  the  proceedings  in  bankruptcy;  or  (4) 
were  created  by  his  fraud,  embezzlement,  misap- 
propriation or  defalcation  while  acting  as  an  offi- 
cer or  in  any  fiduiciary  capacity;  or  (5)  are  for 
wages  which  have  been  earned  within  three 
months  before  the  date  of  commencement  of  the 
proceedings  in  bankruptcy  due  to  workmen,  serv- 
ants, clerks,  or  traveling  or  city  salesmen,  on  sal- 
ary or  commission  basis,  whole  or  part  time, 
whether  or  not  selling  exclusively  for  the  bank- 
rupt; or  (6)  are  due  for  moneys  of  an  employee 
received  or  retained  by  his  employer  to  secure 
the  faithful  performance  by  such  employee  of  the 
terms  of /a  contract  of  employment."  (Italics 
ours) 
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I. 

Appellees  should  have  shown  those  aggravated  fea- 
tures in  appellants'  conduct  which  are  a  necessary  con- 
stituent of  a  wilful  and  malicious  injury  to  property 
in  order  to  have  estopped  appellants  from  obtaining 
the  benefit  of  their  discharge  in  bankruptcy. 

A.  Not  every  conversion  is  a  wilful  and  malicious 
injury  to  property  within  Section  17  (a)  (2)  of 
the  Bankruptcy  Act   (11  U.S.C.)   §35(a)(2)). 

B.  Wilfulness  and  malice  are  present  only  where 
there  is  a  wanton  disregard  of  the  rights  of 
others. 

C.  The  burden  of  proof  of  wilfulness  and  malice 
was  upon  appellees. 

I.  Appellees  should  have  shown  those  aggravated  fea- 
tures in  appellants'  conduct  which  are  a  necessary 
constituent  of  a  wilful  and  malicious  injury  to  prop- 
erty in  order  to  have  estopped  appellants  from  ob- 
taining the  benefit  of  their  discharge  in  bankruptcy. 

This  argument  is  intended  to  demonstrate  that  the 
conduct  of  appellants  which  underlies  the  finding  of 
conversion  by  the  Superior  Court  is  not  of  that  ag- 
gravated character  essential  to  a  finding  of  wilfulness 
and  malice  within  the  intendment  of  Section  17  of 
the  Bankruptcy  Act.  To  achieve  this  end  it  is  neces- 
sary that  the  applicable  law  be  discussed  in  some  de- 
tail. 


15 

A.  Not  every  conversion  is  a  wilful  and  malicious  injury 
to  property  within  Section  17ia)(2)  of  the  Bank' 
ruptcy  Act  (11  U.S.C.  §35(a)(2)). 

Although  the  main  distinctions  made  by  the  courts 
which  have  considered  these  questions  are  of  some 
nicety,  it  is  abundantly  clear  that  all  have  agreed  that 
not  every  conversion  is  a  wilful  and  malicious  injury 
to  property.  In  the  leading  case  of  Davis  v.  Aetna  Ac- 
ceptance Co.,  293  U.S.  328,  332,  55  Sup.  Ct.  151 
(1934),  a  case  of  conversion  under  the  provision  of 
the  Bankruptcy  Act  here  in  point,  more  fully  dis- 
cussed below,  Mr.  Justice  Cardozo  stated: 

''There  may  be  a  conversion  which  is  innocent 
or  technical,  an  unauthorized  assumption  of  do- 
minion without  wilfulness  or  malice." 

Likewise,  in  In  re  Levitan  (D.C.  N.J.  1915)  224  Fed. 

241,  243,  244,  the  court  said: 

"In  the  present  case  the  judicial  determination 
that  the  defendant  was  guilty  of  conversion  did 
not  establish  that  he  acted  maliciously,  for  the 
reason  that  malice  or  bad  faith  is  not  a  necessary 
element  of  conversion.  If  he  acted  in  good  faith, 
the  act,  though  intentional  amounting  to  conver- 
sion would  not  have  been  malicious,  even  though 
it  should  be  ultimately  determined  to  have  been 
legally  indefensible.  To  hold  otherwise  would  be 
to  make  all  intentional  acts  falling  under  the 
head  of  torts,  resulting  in  injury  to  person  or 
property,  malicious  and  nondischargeable  in 
bankruptcy,  regardless  of  the  motives  which  ani- 
mated them." 
To  the  same  effect  are  Brown  v.  Garey,  267  N.Y. 

167,  196  N.E.  12  (1935) ;  Ulner  v.  Doran,  167  App. 

Div.  259,  152  N.Y.  Supp.  655  (1915). 
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B.  Wilfulness  and  malice  are  present  only  where  there 
is  a  wanton  disregard  of  the  rights  of  others. 

Since  all  conversions  are  not  from  their  very  nature 
wilful  and  malicious,  the  distinction  between  those 
which  have  such  a  character  and  those  which  do  not 
must  be  next  discussed. 

This  distinction,  which  had  occasioned  some  courts 
no  little  difficulty  until  the  decision  of  Davis  v.  Aetna 
Acceptance  Co.,  supra,  was  by  that  decision,  it  is  sub- 
mitted, firmly  grounded  upon  the  difference  between 
acts  of  conversion  indicating  a  wanton,  unconscionable 
intention  in  the  converter  and  acts  of  conversion 
which  failed  to  clearly  evidence  such  motivation. 

In  the  Davis  case,  supra,  the  bankrupt,  an  automo- 
bile dealer,  borrowed  more  than  one  thousand  dollars 
from  the  judgment  creditor  to  finance  the  purchase 
of  an  automobile.  Upon  delivery  of  the  automobile  to 
the  bankrupt,  he  gave  to  the  judgment  creditor  a  se- 
curity title  to  the  automobile  by  means  of  a  chattel 
mortgage,  a  trust  receipt,  and  a  bill  of  sale  absolute 
in  form.  Shortly  thereafter,  the  bankrupt  sold  the 
automobile  in  the  ordinary  course  of  his  business  and 
without  the  consent  of  the  judgment  creditor.  The 
creditor  obtained  a  judgment  against  the  bankrupt  in 
an  action  prosecuted  in  the  courts  of  the  State  of  Il- 
linois in  which  the  trial  court  found  the  bankrupt  was 
''guilty  of  legal  conversion  of  the  property,  as  de- 
scribed in  the  count  of  trover."  During  the  pendency 
of  the  action  for  conversion  in  the  trial  court,  the 
bankrupt  had  filed  a  petition  in  bankruptcy  and  re- 
ceived his  discharge.    The  bankrupt's  plea  of  a  dis- 
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charge  in  bankruptcy  was  overruled  by  the  trial  court 
in  the  action  for  conversion  and  judgment  was  ren- 
dered for  the  creditor.  The  case  was  taken  from  the 
courts  of  Illinois  to  the  Supreme  Court  of  the  United 
States,  on  certiorari,  where  the  judgment  was  re- 
versed. There,  Mr.  Justice  Cardozo,  speaking  for  the 
court,  on  pages  331,  332  and  333,  said: 

"The  respondent  contends  that  the  petitioner 
was  liable  for  a  wilful  and  malicious  injury  to 
the  property  of  another  as  the  result  of  the  sale 
and  conversion  of  the  car  in  his  possession.  There 
is  no  doubt  that  an  act  of  conversion,  if  wilful 
and  malicious,  is  an  injury  to  property  within  the 
scope  of  this  exception.  Such  a  case  was  Mclntyre 
V.  Kavanaugh,  242  U.S.  138,  where  the  wrong 
was  unexcused  and  wanton.  But  a  wilful  and 
malicious  injury  does  not  follow  as  of  course  from 
every  act  of  conversion,  without  reference  to  the 
circumstances.  *  *  *  The  discharge  will  prevail 
as  against  a  showing  of  conversion  without  ag- 
gravated features." 

The  case  of  Mclntyre  v.  Kavanaugh,  242  U.S.  138, 
37  Sup.  Ct.  38  (1916),  cited  with  approval  in  the  por- 
tion of  the  Davis  case  above  quoted,  illustrates  the 
kind  of  conduct  which  may  prevent  the  release  of  a 
bankrupt.  It  arose  out  of  an  action  for  conversion  of 
certain  stock  certificates  deposited  by  the  creditor 
with  a  firm  of  brokers  as  security  for  the  creditor's 
indebtedness.  Within  a  few  weeks  after  the  deposit 
of  the  certificates  the  brokers  without  authority  and 
without  the  creditor's  knowledge  sold  the  stocks  and 
appropriated  the  avails  to  their  own  use.  Shortly 
thereafter  both  the  firm  and  its  members  were  ad- 


18 

judged  bankrupt  and  plead  their  discharge  in  the  ac- 
tion for  conversion.  The  trial  court  expressly  found 
that  the  conversion  was  a  wilful  and  malicious  injury 
to  the  property  of  the  creditor,  a  fact  in  itself  suf- 
ficient to  distinguish  that  case  from  the  instant  mat- 
ter. Moreover,  the  deliberate  and  wilful  character  of 
the  bankrupts'  acts  in  the  Mclntyre  case,  more  con- 
sonant with  an  intentional  and  knowing  disregard  of 
the  creditors'  rights  than  with  the  innocent  misad- 
venture of  the  bankrupts  in  the  instant  situation, 
serves  to  distinguish  the  Mclntyre  case.  The  appro- 
priation of  property  left  with  a  broker  as  security,  no 
error  or  misunderstanding  on  the  broker's  part  being 
shown  in  extenuation,  is  a  very  different  thing  from 
the  error  committed  by  the  bankrupt  herein  acting 
under  the  honest  belief  that  he  was  asserting  dominion 
over  his  own  property. 

That  the  case  of  Mclntyre  v.  Kavanmigh,  supra, 
has  been  understood  as  being  severely  limited  in  its 
application  since  the  decision  in  the  Davis  case,  supra, 
is  shown  by  a  recent  decision  of  the  New  York  Court 
of  Appeals  (the  very  court  whose  decision  in  the  Mc- 
lntyre case  was  affirmed  by  the  United  States  Su- 
preme Court  in  the  opinion  discussed  above)  in  its 
recent  decision  in  Brown  v.  Garey,  267  N.Y.  167,  196 
N.E.  12,  13  (1935).  The  Brown  case  is  important  not 
only  for  its  treatment  of  the  Mclntyre  case,  but  for 
the  further  light  that  it  throws  on  the  distinction  be- 
tween judgments  for  conversion  which  may  be  dis- 
charged in  bankruptcy  and  those  which  may  not.  The 
bankrupts,  in  the  Brown  case,  were  stockbrokers  who 
received  a  certificate  of  stock  from  the  plaintiff  for 
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the  sole  purpose  of  having  it  sold  on  the  New  York 
Stock  Exchange.  A  few  weeks  later,  the  bankrupts, 
without  the  knowledge,  consent  or  authority  of  the 
plaintiffs,  pledged  the  certificates  to  secure  a  loan. 
A  few  days  later,  a  petition  in  bankruptcy  was  filed 
against  the  bankrupts.  The  certificate  in  question 
was  sold  by  the  pledgee.  Upon  these  facts,  whose  sim- 
ilarity to  those  of  the  Mclntyre  case  is  apparent,  the 
New  York  court  was  called  upon  to  determine  whether 
or  not  the  bankrupts  could  successfully  plead  their 
discharge  as  a  defense  in  the  suit  for  conversion  of 
the  stock  certificates.  Judgment  was  given  for  the 
bankrupt.  The  court,  after  quoting  substantially  that 
material  from  the  Davis  case  set  forth  above,  stated 
on  page  13 : 

''The  court  must  examine  the  circumstances  of 
each  particular  case  and  say  whether  it  finds 
among  them  the  elements  which  the  law  has  come 
to  accept  as  badges  of  wilfulness  and  legal  malice. 

*  *  *  A  wrongful  act  done  intentionally  which 
necessarily  causes  harm  and  is  without  just 
cause  or  excuse  constitutes  a  wilful  and  malicious 
injury.  Kavanaugh  v.  Mclntyre,  210  N.Y.  175, 
182,  104  N.E.  135,  affirmed,  242  U.S.  138,  37 
S.  Ct.  38,  61  L.  ed.  205 ;  and  cf .  In  re  Levitan 
(D.C.)  224  Fed.  241,  243.  *  *  *  Since  a  wrongful 
intent  is  not  an  essential  element  of  conversion 

*  *  *,  an  act  of  dominion  done  under  mistake 
or  misapprehension,  and  without  conscious  intent 
to  violate  right  or  authority,  may  yet  be  a  con- 
version ;  but  it  is  not  a  wilful  and  malicious  con- 
version even  though  the  mistake  or  misapprehen- 
sion is  due  to  negligence,  the  rule  can  be  no  dif- 
ferent/' 
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At  another  point  in  its  opinion,  on  page  13,  the 
court  in  discussing  the  Mclntyre  case  said: 

''The  conversion  was  larcenous  in  its  nature 
and  the  injury  was  held  to  be  wilful  and  mali- 
cious." 

To  the  same  effect  are  the  cases  of  Massachusetts 
Bonding  Co.v.Lineberry,  320  Mass.  410,  70  N.E.(2d) 
308  (1946) ;  Emigh  v.  Lohnes,  21  Wn.(2d)  913,  153 
P.  (2d)  869  (1944) ;  In  re  La  Porte  (D.C.  W.D.N.Y.) 
54  F.  Supp.  911  (1943);  In  re  Levitan  (D.C.  N.J.) 
224  Fed.  241  (1915) ;  Ulner  v.  Doran,  167  App.  Div. 
259,  152  N.Y.  Supp.  655  (1915). 

To  be  sharply  distinguished  from  the  line  of  au- 
thority properly  applicable  here  are  such  cases  as 
Tinker  v.  Colwell,  193  U.S.  473,  24  Sup.  Ct.  505 
(1904);  In  re  Freche  (D.C.  N.J.)  109  Fed.  620 
(1901)  involving  such  quasi-criminal  acts  of  bank- 
rupts as  criminal  conversation  and  seduction  which 
import  a  wanton  disregard  for  the  rights  of  others  in 
their  very  nature.  To  liken  such  acts  to  the  uninten- 
tional appropriation  of  structures,  normally  regarded 
as  appurtenant  to  the  land,  ambiguously  located  upon 
property  clearly  owned  by  a  bankrupt  would  be  highly 
inexact. 

Also  to  be  distinguished  are  such  cases  as 

Mclntyre  v.  Kavanaugh,  242  U.S.  138,  37 

Sup.  Ct.  38  (1916); 
In  re  Minsky  (D.C.  N.Y.)  46  F.  Supp.  104 

(1942); 
In   re   Green    (CCA.    7)    87    F.(2d)    951 

(1937); 
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Matter  of  Goldstein  (D.C.  S.D.N. Y.)  30  F. 
Supp.  443  (1939); 

Weeks  v.  Streicher  (Ct.  of  App.  Lucas  Coun- 
ty) 74  Ohio  App.  253,  58  N.E.(2d)  415 
(1943) ; 

Matter  of  Bnzas  (D.C.  N.D.Cal.)  58  F. 
Supp.  717  (1944); 

Probst  V.  Jones,  262  Mich.  678,  247  N.W. 

779  (1933); 
In  re  Blauweiss  (City  Ct.  of  N.Y.  Queens 

County)  23  N.Y.  Supp.  (2d)  907  (1940) ; 
In  re   Gumbinsky    (D.C.   W.D.N. Y.)    8   F. 

Supp.  601  (1934); 
Van  Epps  v.  Aufdemkamp  (Cal.  Dist.  Ct.  of 

App.  2d  Dist.  Div.  1)  138  Cal.  App.  622, 

32  P.  (2d)  1116  (1934); 
Smith  V.  Ladrie,  98  Vt.  429,  129  Atl.  302 

(1925); 
Frangos  v.  Frangos  (Superior  Ct.  Pa.)  157 

Pa.  Super  87,  31  A.(2d)  416  (1945). 

In  these  cases,  either  upon  the  strength  of  an  express 
finding  of  wilfulness  and  malice  by  the  trial  court,  or 
after  recognizing  that  there  must  be  a  wanton  disre- 
gard of  other's  rights  upon  evidence  of  such  disregard 
as  is  satisfactory  to  them,  reviewing  courts  have  re- 
fused to  recognize  discharges  of  bankrupts  from  judg- 
ments based  upon  conversion. 

To  sum  up,  appellants  contend  that  the  law  properly 
applicable  to  the  facts  of  this  case  should  result  in 
their  discharge  from  a  judgment  arising  out  of  con- 
version unless  it  clearly  appears  that  they  have  en- 
gaged in  conduct  so  shocking  to  the  conscience  of  the 
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court  and  the  community  that  they  are  not  worthy  of 
freedom  from  the  burden  of  such  a  liability.  The 
"aggravated  circumstances"  referred  to  in  the  opinion 
of  Mr.  Justice  Cardozo  in  the  Davis  case,  supra,  mark 
the  line  between  conduct  which  would  preclude  them 
from  obtaining  the  benefit  of  a  discharge  in  bank- 
ruptcy, and  conduct  which  is  wrongful  but  will  not 
have  this  result. 

C.  The  burden  of  proof  of  wilfulness  and  malice  was 
upon  appellees. 

The  burden  of  proving  the  existence  of  unconscion- 
able conduct  by  appellants  was  upon  the  appellees. 

As  was  said  in  Kreitlein  v.  Ferger,  238  U.S.  21, 
26,  35  Sup.  Ct.  685  (1915): 

"There  are  only  a  few  cases  dealing  with  the 
subject,  but  they  almost  uniformly  hold  that 
where  the  bankrupt  is  sued  on  a  debt  existing  at 
the  time  of  filing  the  petition,  the  introduction  of 
the  order  makes  out  a  prima  facie  defense,  the 
burden  being  then  cast  upon  the  plaintiff  [here 
appellees]  to  show  that,  because  of  the  nature  of 
the  claim  *  *  *  or  other  statutory  reasons,  the 
debt  sued  on  was  by  law  excepted  from  the  op- 
eration of  the  discharge." 

Kreitlein  v.  Ferger  was  followed  in  Brown  v.  Garey, 
supra,  where,  on  page  13,  the  court  rested  its  conclu- 
sions upon  the  premise  that  the  burden  was  upon  the 
plaintiff  to  show  that  the  bankrupts  "without  just 
cause  or  excuse  and  knowing  that  it  would  necessarily 
cause  him  harm"  have  engaged  in  an  allegedly  wilful 
and  malicious  injury  to  property. 
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In  In  re  Levitan,  supra,  at  page  243,  a  case  similar 
in  its  facts  to  the  instant  case,  the  court  said : 

"It  being  a  provable  debt  in  bankruptcy,  the 
burden  of  proof  is  upon  the  judgment  creditor  to 
show  that  such  liability  is  within  the  exception 
of  Section  17(a)  (2)." 

For  the  reasons  which  appear  below,  appellees  have 
failed  to  sustain  the  burden  incumbent  upon  them. 

II.  Appellants  did  not  act  in  wanton  disregard  of  appel- 
lees' rights ;  therefore,  appellants  did  not  wilfully  and 
maliciously  injure  appellees'  property. 

During  the  entire  course  of  their  dealings  with  the 
land  and  structures  involved  in  this  case,  appellants 
acted  in  a  manner  completely  at  variance  with  the 
criteria  of  wilfulness  and  malice  laid  down  in  the 
Davis  and  allied  cases.  Appellants'  conduct  was  much 
more  consistent  with  an  honest  belief  in  the  validity  of 
their  claim  to  the  structures  converted  by  them,  or,  at 
least  with  a  state  of  innocent  confusion  about  the 
merit  of  such  claim  than  with  a  wanton  disregard  of 
appellees'  rights  in  these  structures. 

It  is  established  beyond  any  doubt  that  the  struc- 
tures converted  were,  at  all  times  during  the  pendency 
of  this  controversy,  and  for  long  prior  thereto  located 
upon  the  Skirving  property  (R.  74-75,  78).  It  is  also 
apparent  from  the  sworn  admission  of  appellees'  at- 
torney (R.  32)  and  the  appellants'  notice  of  trial 
amendment  (R.  30)  that  until  the  Superior  Court  pro- 
ceeding was  well  advanced  all  parties  believed  that 
these  structures  were  located  upon  Tax  Lot  4. 
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Wholly  consistent  with  this  belief  of  appellants  is 
the  letter  of  appellants'  attorney,  dated  February  26, 
1944,  sent  to  appellees  and  their  tenants  before  the 
commencement  of  the  Superior  Court  proceedings,  in 
which  letter  appellants'  attorney  stated  that  one  of  the 
structures  in  question  was  located 

"in  part  possibly  upon  this  property"  [Tax  Lot  4] 
and  went  on  to  relate  that  'Mr.  Rees  has  pur- 
chased other  real  estate  adjoining  this,  and  con- 
sequently is  entitled  to  the  dwelling  house  regard- 
less of  whether  the  same  is  located  upon  the  real 
estate  herein  above  described  [Tax  Lot  4]  or 
upon  the  other  tract  of  real  estate  which  has 
been  purchased  by  Mr.  Rees'." 

[Skirving  property]  (R.  64-65).  This  letter  clearly 
shows  that  appellants  regarded  the  structures  as  be- 
longing to  them  by  virtue  of  their  ownership  of  Tax 
Lot  4,  that  they  at  least  conceived  the  possibility  that 
there  might  be  some  doubt  about  the  location  of  the 
structures  with  relation  to  the  two  parcels  and  that 
despite  such  doubt,  they  claimed  the  structures  as  ap- 
purtenant either  to  Tax  Lot  4  or  the  Skirving  prop- 
erty. 

Appellants'  belief  that  the  structures  were  appur- 
tenant to  one  or  the  other,  or  both,  of  the  parcels 
owned  by  them  was  logically  grounded  in  the  real 
estate  contract  for  the  purchase  of  the  Skirving  prop- 
erty in  which  their  grantor  undertook  to  convey  the 
land  owned  by  her  "with  the  appurtenances  thereto 
belonging"  (R.  61). 

The  very  course  of  the  proceedings  in  the  Superior 
Court  strengthens  the  inescapable  impression  that,  far 
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from  acting  in  unconscionable  disregard  of  appellees' 
rights,  appellants  were  asserting  a  well-founded  claim 
to  the  structures.  Appellees'  complaint,  reproduced  in 
substance  as  the  first  cause  of  action  in  appellees' 
amended  complaint  (R.  36)  requested  no  relief  in  any 
way  connected  with  the  structures  upon  the  land.  The 
only  purpose  of  the  complaint  was  "to  set  aside  a  cer- 
tain County  Treasurer's  Tax  Deed  issued  to  the  de- 
fendants herein  *  *  *,  and  to  forever  quiet  title  to 
the  property  described  in  the  said  tax  deed  in  the 
plaintiffs"  (R.  32). 

Appellees'  amended  complaint  (R.  36)  filed  after 
the  exact  location  of  the  structures  had  been  deter- 
mined, still  made  no  effort  to  bring  into  the  contro- 
versy the  structures  upon  the  Skirving  property.  The 
first  cause  of  action  in  the  amended  complaint  re- 
peated the  essential  allegations  of  the  complaint  and 
requested  the  relief  therein  sought  (R.  36).  The  sec- 
ond cause  of  action  in  the  amended  complaint  (R.  43) 
made  no  more  of  the  facts  surrounding  the  conversion 
of  the  structures,  but  confined  itself  to  setting  up 
facts  which  alleged  ownership  of  the  north  65  feet  of 
the  Skirving  property  by  virtue  of  adverse  possession 
by  appellees.  Appellees,  at  least  until  the  trial  stage 
of  the  Superior  Court  proceedings,  apparently  had  not 
seen  the  structures  as  other  than  a  part  of  the  land 
upon  which  they  were  located.  If  they  had,  it  is  only 
logical  to  expect  that  they  would  have  made  more  than 
a  passing  reference  to  the  structures  in  all  of  their 
pleadings  and  would  have  sought  some  relief  with  re- 
gard to  the  structures  considered  as  separate  from  the 
land. 
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Where  appellees,  who  had  participated  in  all  of  the 
transactions  leading  up  to  the  separation  of  the  struc- 
tures from  the  land,  did  not,  until  the  pleading  stage 
of  the  Superior  Court  proceedings  had  been  passed, 
realize  that  their  rights  in  such  structures  had  been 
violated,  it  is  hard  to  conceive  how  appellants,  acting 
prior  to  the  institution  of  the  Superior  Court  pro- 
ceedings and  without  the  advantage  of  full  acquaint- 
ance with  all  of  the  transactions  leading  up  to  the 
separation  of  structures  and  land  possessed  by  appel- 
lees, could  have  converted  such  structures  in  such 
utter  disregard  of  appellees'  rights  as  would  constitute 
a  wilful  and  malicious  injury  to  property. 

The  fact  that  the  trial  judge  in  the  Superior  Court, 
in  order  to  support  his  effort  to  achieve  "equity"  be- 
tween the  parties,  found  it  necessary  to  rest  his  con- 
clusion that  a  conversion  had  occurred  upon  a  finding 
that,  at  the  time  of  the  sale  of  the  Skirving  property 
to  appellants  by  appellants'  grantor,  the  "structures 
were  not  included  in  the  sale  and  no  consideration  was 
given  for  them  or  either  of  them,"  and  upon  the  fur- 
ther finding  that  appellants  "never  at  any  time  be- 
lieved they  were  purchasing  said  structures,  or  either 
of  them,  having  been  advised  at  the  time  of  their  pur- 
chase that  the  buildings  were  no  part  of  the  property 
purchased"  [Skirving  property]  (R.  75)  should  not 
conceal  the  fact  that  these  findings  are  only  the  formal 
requisites  of  any  judgment  for  conversion  and  do  not 
demonstrate,  in  themselves,  any  malicious  or  wilful 
conduct  of  appellants. 

The  restricted  availability  of  these  findings  as  a 


27 

foundation  upon  which  to  rest  the  conclusion  that  ap- 
pellants were  wilful  or  malicious  may  be  appreciated 
in  the  light  thrown  upon  them  by  the  refusal  of  the 
Superior  Court  judge  to  find  any  facts  which  would 
tend  to  show  any  malice  or  wilfulness  in  the  appel- 
lants. In  fact  from  the  findings  of  fact  presented  by 
appellees'  attorney,  the  Superior  Court  judge  even 
struck  the  following: 

''That  at  the  time  of  the  purchase  of  said 
property  the  defendants  Rees  and  wife  knew  the 
value  of  said  property  was  greatly  in  excess  of 
the  amount  paid,  and  also  knew  that  plaintiffs 
were  ignorant  of  the  pending  proceedings  for  the 
sale  of  said  property  by  the  treasurer  to  them." 
(R.  72) 

That  appellees'  case,  when  rested  only  upon  those 
findings  made  by  the  Superior  Court,  lacked  suf- 
ficient evidence  of  wilfulness  and  malice,  was  appar- 
ently recognized  by  the  Referee  in  Bankruptcy  in  the 
proceedings  with  regard  to  appellees'  objections.  The 
Referee  found,  as  an  ultimate  fact,  that: 

"It  is  more  logical  to  believe  that  when  Clar- 
ance  A.  Rees  filed  his  application  to  purchase 
Tax  Lot  4  *  *  *,  and  made  his  bid  therefore,  the 
sum  of  $50.00,  that  he  was  bidding  for  the  land 
and  not  for  the  buildings,  which  of  themselves 
were  worth  $1,000.00  or  more."  (R.  8) 

This  factual  conclusion  by  the  Referee,  upon  which  he 
directly  rests  his  decision  to  sustain  appellees'  objec- 
tions (R.  8),  is  the  merest  restatement  of  the  proposed 
finding  of  fact  to  the  effect  that 

''at  the  time  of  the  purchase  of  said  property  the 
defendants  Rees  and  wife  knew  the  value  of  said 
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property  was  greatly  in  excess  of  the  amount 
paid,  *  *  *."  (R.  72) 

which  finding  was  expressly  refused  by  the  Superior 
Court.  Yet  without  this  finding  the  Referee  apparent- 
ly felt  unable  to  conclude  that  there  was  wilful  and 
malicious  conduct  by  appellees. 

In  view  of  all  of  the  foregoing  facts,  appellants  urge 
that  they  committed  no  wilful  or  malicious  injury  to 
appellees'  property. 

III.  The  decision  of  the  Referee  in  Bankruptcy  was  based 
upon  facts  not  of  record. 

A.  In  the  face  of  the  express  refusal  of  the  Superior 
Court  to  so  find,  the  Referee  found  that  the  appel- 
lants knew  that  the  value  of  Tax  Lot  4  was  greatly 
in  excess  of  the  amount  paid  therefor. 

B.  The  Referee's  finding  that  the  structures  herein 
were  known  to  appellants  to  be  the  personal  prop- 
erty of  appellees  is  without  basis  in  the  record. 

C.  The  Referee  ignored  the  record  as  to  the  location 
upon  the  land  of  the  structures  converted  by  ap- 
pellants. 

The  decision  of  the  Referee  in  Bankruptcy  on  ob- 
jections to  the  bankrupts'  release  from  the  judgment 
for  conversion  (R.  6)  is  based  upon  certain  factual  in- 
ferences without  support  in  the  record,  and  a  finding 
of  fact  which  shows  a  patent  failure  to  comprehend 
even  the  most  obvious  circumstances  of  this  proceed- 
ing. 
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A.  In  the  face  of  the  express  refusal  of  the  Superior 
Court  to  so  find,  the  Referee  found  that  appellants 
knew  that  the  value  of  Tax  Lot  was  greatly  in  excess 
of  the  amount  paid  therefor. 

As  shown  above  at  page  27  of  this  brief,  the  Referee 
in  Bankruptcy  found,  in  substance,  that  appellants 
knew  at  the  time  of  the  purchase  of  Tax  Lot  4  that 
the  value  of  said  property  was  greatly  in  excess  of 
the  amount  paid.  As  was  previously  shown,  this  find- 
ing was  made  in  the  very  teeth  of  an  express  refusal 
by  the  Superior  Court  judge,  who  had  heard  all  of  the 
evidence,  to  make  the  same  finding. 

B.  The  Referee^s  finding  that  the  structures  herein  were 
known  to  appellants  to  be  the  personal  property  of 
appellees  is  without  basis  in  the  record. 

The  Referee's  arbitrary  action  in  this  respect  is 
important,  not  only  because  it  clearly  demonstrates 
his  failure  to  grasp  the  limxited  scope  of  the  judgment 
for  conversion,  but  also  because  it  is  one  of  the  main 
supports  for  his  conclusion  that  appellants  acted  ma- 
liciously and  wilfully. 

The  Referee's  failure  to  grasp  the  essential  facts 
of  his  controversy  is  further  demonstrated  by  his 
finding  that  the  structures: 

"*  *  *  were  considered  and  known  to  all  the 
parties,  including  the  bankrupts,  to  be  the  per- 
sonal property  of  the  judgment  creditors  *  *  *." 
(R.  15). 

The  Superior  Court  record  may  be  searched  in  vain  for 
a  substantially  similar  finding  by  that  court.  The  find- 
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ing  of  the  Superior  Court  closest  in  its  language  to 

that  of  the  referee  is  the  following : 

'That  the  houses,  sheds,  barns  and  each 
structure  now  upon  said  North  65  feet  have  been 
at  all  times  considered  as  personalty  by  the 
Plaintiffs  and  the  Defendant  Skirving  (Italics 
ours) ;  *  *  *."  (R.  75) 

The  difference  between  a  finding  that  appellants' 
grantor  had  certain  knowledge  and  a  finding  that 
appellants  had  the  same  knowledge  is  too  obvious 
to  be  labored. 

Findings  as  detrimental  to  the  appellants  as  this 
should  not  have  been  made  by  one  as  far  removed 
from  the  facts  of  the  case  as  the  Referee  herein  with- 
out substantial  support  for  such  findings  in  the  record. 
The  Referee  appears  to  have  been  excessively  prone 
to  draw  inferences  unfavorable  to  appellants. 

C  The  Referee  ignored  the  record  as  to  the  location 
upon  the  land  of  the  structures  converted  by  appel- 
lants. 

In  the  Referee's  decision  on  objections  to  release 
from  judgment  (R.  6)  the  following  statement  ap- 
pears: 

"Of  great  and  controlling  importance  in  this 
case  are  the  facts  that  the  buildings  belonging 
to  the  Jensens  and  converted  by  the  Rees'  were 
personal  property,  had  been  severed  from  the 
realty  in  a  lien  foreclosure  against  "Doc"  Ham- 
ilton, and  had  been  physically  removed  from  the 
place  they  were  originally  constructed  and  prob- 
ably mistakenly  placed  upon  Tax  Lot  -4,  which 
gave  rise  to  this  litigation."  (Italics  ours)  (R. 
7-8). 
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It  is  inconceivable  that  anyone  with  even  a  minimal 
grasp  of  the  facts  in  the  Superior  Court  record  could, 
in  view  of  the  large  role  assumed  in  that  proceeding 
by  the  determination  of  the  exact  location  of  the 
structures,  have  stated  that  such  structures  were 
"probably  mistakenly  placed  upon  Tax  Lot  4."  The 
fact  that  such  structures  were  not  upon  Tax  Lot  4 
caused  appellants  to  serve  a  notice  of  trial  amend- 
ment (R.  30),  appellees  to  enter  a  motion  and  affidavit 
to  amend  their  summons  and  complaint  in  which  the 
correct  facts  with  respect  to  the  position  of  the  struc- 
tures are  clearly  set  forth  (R.  31)  and  to  add  an 
entire,  new  cause  of  action  in  their  amended  com- 
plaint (R.  36),  and  caused  the  Superior  Court  to 
enter  detailed  findings  about  the  exact  location  of  the 
property  (R.  74-75). 

From  a  statement  of  the  facts  with  regard  to  the 
structures  which  included  the  wholly  erroneous  state- 
ment that  they  were  placed  upon  Tax  Lot  4,  an  infer- 
ence that  the  appellants'  bid  of  $50.00  was  made  for 
the  land  and  not  the  structures  thought  to  be  upon  it, 
which  the  Superior  Court  had  expressly  refused  to 
draw,  and  a  further  highly  doubtful  inference,  to  be 
discussed  below,  the  Referee  concludes  that  the  find- 
ings of  fact  and  conclusions  of  law  upon  which  the 
Superior  Court's  judgment  was  based  were  "unan- 
swerable," and  that  appellants,  consequently,  had 
wilfully  and  malicious   injured   appellees'   property. 
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IV.  The  Referee,  by  drawing  an  inference  unfavorable 
to  appellants  from  their  failure  to  take  the  witness 
stand,  erroneously  shifted  the  burden  of  proof. 

The  Referee  heavily  rested  his  conclusion  that  ap- 
pellants had  committed  a  wilful  and  malicious  injury 
to  appellees'  property  upon  a  factual  inference  ex- 
pressed in  the  following  terms: 

''These  circumstances  and  the  fact  that  the 
bankrupts  did  not  avail  themselves  of  the  privi- 
lege of  taking  the  witness  stand  and  explaining 
what  motives  they  had  or  what  possible  justifica- 
tions they  could  have  in  converting  to  their  own 
use  the  persorml  property  of  the  judgment  cred- 
itors, leaves  the  Findings  of  Fact  and  Conclu- 
sions of  Law  upon  which  the  judgment  is  based 
unanswerable."  (italics  ours)  (R.  8). 

The  effect  of  this  finding  was  to  shift  the  burden 
of  justifying  the  conversion  to  appellants.  As  shown 
above,  the  burden  of  proving  that  appellees'  judg- 
ment debt  was  excepted  from  the  effect  of  the  dis- 
charge in  bankruptcy  was,  and  remained  upon,  the 
appellees  throughout  the  course  of  the  proceedings 
before  the  Referee. 

Furthermore  appellees  "did  not  avail  themselves 
of  the  privilege  of  taking  the  witness  stand"  to  sustain 
their  burden  of  proving  appellants'  alleged  wilfulness 
and  malice. 

Where  the  burden  of  proof  was  upon  appellees, 
and  profferred  no  testimony  to  support  their  burden, 
the  Referee  should  not  have  drawn  a  more  unfavor- 
able inference  from  appellants'  failure  to  do  the  very 
thing  that  appellees,  who  had  the  greater  burden, 
did  not  themselves  do. 


33 

The  case  of  United  States  v.  Mammoth  Oil  Co. 
(CCA.  8)  14  F.(2d)  705  (1926)  reversing  5  F.(2d) 
330,  certiorari  granted  47  Sup.  Ct.  332,  273  U.S.  686, 
71  L.ed.  840  affirmed  48  Sup.Ct.  1,  275  U.S.  13,  72 
L.ed.  138,  involved  an  issue  upon  which  it  was  neces- 
sary for  the  plaintiff  to  show  the  circumstances  of 
the  transfer  of  certain  bonds  from  one  of  the  defend- 
ants to  another  party.  The  court  held  that  the  plain- 
tiff must  produce  affirmative  proof  of  facts  prima 
facie  sufficient  to  sustain  his  contentions  before  in- 
ferences could  be  drawn  from  the  silence  of  the  de- 
fendant.  The  court  stated  on  page  730 : 

"The  silence  of  one  who  should  speak  may  well 
create  an  inference  adverse  to  him  . .  . 

*'0f  course,  a  plaintiff  in  a  case  cannot  insist 
that  defendant  must  furnish  evidence  he  may 
have  or  permit  plaintiff  to  succeed,  and  there 
must  be  affirmative  proof  of  facts  prima  facie 
at  least  to  sustain  plaintiff's  contentions  before 
inferences  [from  defendant's  silence]  can  be 
properly  drawn." 

W.  F.  Corvin  &  Co.  v.  United  States  (CCA.  6) 
181  Fed.  296,  104  CCA.  270  (1910)  was  a  case  in- 
volving an  action  to  confiscate  whisky  for  substitu- 
tion of  the  contents  of  the  barrels  in  question  after 
leaving  the  bonding  house.    The  case  turned  on  the 
issue  of  the  intent  to  defraud.    When  the  plaintiff 
attempted  to  show  intent  by  the  silence  of  the  de- 
fendant on  that  issue,  the  court  at  page  304  stated: 
u*  *  *  ^^^  ^j^gy  ^Q  j^Q^  gQ  ^Q  ^Yie  extent  of  holding 
that  where  there  is  a  total  lack  of  evidence  tend- 
ing to  show  guilt,  mere  silence  of  the  party  pro- 
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ceeded  against  may  be  the  basis  of  a  presump- 
tion of  his  guilt." 

To  the  same  effect  see  McFarland  v.  Commercial 
Boiler  Works,  10  Wn.(2d)  81,  116  P.(2d)  228  (1941). 

This  inference,  together  with  the  equally  erroneous 
inference  to  the  effect  that  appellants  knew  that  the 
value  of  Tax  Lot  4  was  greatly  in  excess  of  the 
amount  that  they  had  paid  therefor  (R.  8)  (the  lat- 
ter inference  having  been  discussed  in  the  preceeding 
section  of  this  argument),  are  the  main  supports  of 
the  Referee's  conclusions  adverse  to  appellants.  With- 
out these  supports  the  Referee's  conclusions  must  fall 
of  their  own  weight. 

V. 

The  District  Court  erred  in  sustaining  the  decision  of 
the  Referee. 

A.  After  indicating  that  he  was  unable  to  perceive  any 
evidence  of  wanton  misconduct  by  appellants,  the 
District  Court  erroneously  sustained  the  Referee's 
decision  that  appellants  had  acted  wilfully  and  ma- 
liciously. 

B.  The  District  Court  accorded  excessive  weight  to  the 
Referee's  findings  of  fact. 

As  has  been  already  shown,  the  Referee's  decision 
was  without  a  basis  in  fact  and  law.  The  decision  of 
the  District  Court  sustaining  the  Referee's  decision 
must  fall  with  the  collapse  of  the  latter. 
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A,  After  indicating  that  he  was  unable  to  perceive  any 
evidence  of  wanton  misconduct  by  appellants,  the 
District  Court  erroneously  sustained  the  Referee's 
decision  that  appellants  had  acted  wilfully  and  mali^ 
ciously. 

In  the  course  of  the  oral  decision  of  the  District 
Court  (R.  23),  there  appear  the  following  statements: 

"If  the  matter  were  before  me  as  a  matter  of 
first  impression  and  without  restriction  by  judi- 
cial decisions  of  courts  which  bind  me,  I  would 
have  no  great  difficulty.  *  *  * 

"With  no  decisions  to  guide  my  course,  I  am 
inclined  to  believe  that  I  would  consider  that 
language  as  not  protecting  the  judgment  of  Mr. 
and  Mrs.  Jensen.  But  I  am  bound  and  controlled 
by  a  forest  of  authority.  The  weight  of  authority 
is  to  the  effect  that  those  simple  words  (referring 
to  Section  17  (a)  (2)  of  the  Bankiiiptcy  Act) 
include  intentional  conversion  of  the  kind  which 
Judge  Ronald  in  his  findings  determined  oc- 
curred on  the  part  of  the  bankrupts  as  against 
the  property  of  Mr.  and  Mrs.  Jensen.  As  a  result, 
I  feel  that  in  the  light  of  the  authorities  which 
control  me  I  must  sustain,  and  therefore  I  do 
sustain  the  decision  of  the  Referee."  (R.  24,25). 

The  court,  further,  said: 

"I  feel  I  have  no  right  to  go  further.  I  would 
not  be  justified  in  overruling  the  Referee  by 
virtue  of  the  feeling  that  I  have  that  were  there 
no  decisions  controlling  me,  that  my  opinion 
might  be  different.  I  can  and  will  say  that  I  am 
not  absolutely  certain  that  the  Referee  was  cor- 
rect. However,  the  records  here,  the  arguments 
and  the  authorities  sufficiently  indicate  that  he 
is  correct  that  I  would  have  no  right  to  reverse 
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his  conclusion.  I  am  not  indicating  that  my  mind 
is  evenly  balanced  as  to  whether  or  not  the 
Referee  is  correct.  Even  in  that  event  I  take  it 
that  I  should  allow  his  ruling  to  stand.  *  *  *" 
(R.  27). 

The  attitude  of  reluctant  acquiescence  in  the  de- 
sion  of  the  Referee,  expressed  in  the  foregoing  ex- 
cerpts from  the  decision  of  the  District  Court,  ill 
accords  with  the  conclusion  that  acts  of  appellants 
were  wanton  and  disregardful  of  the  rights  of  others. 
The  District  Court's  expressed  feeling  that  his  opin- 
ion might  be  different  if  there  were  no  decisions  con- 
trolling him  (R.  27),  his  statement  that  with  no 
decisions  to  guide  his  course  he  would  not  consider 
the  language  of  the  Bankruptcy  Act  as  protecting 
the  judgment  of  the  appellees  (R.  25)  do  not  show 
that  degree  of  indignation  which  would  naturally  be 
forthcoming  from  one  who  clearly  perceived  the  pres- 
ence of  acts  done  in  unconscionable  disregard  of  the 
rights  of  innocent  persons. 

The  forest  of  authority  that  the  District  Court  felt 
controlled  and  bound  him,  no  doubt  refers  to  those 
cases  cited  by  the  Referee  in  his  decision  on  objections 
to  appellants'  release  from  appellees'  judgment  (R. 
10)  which  have  been  distinguished  hereinabove. 

B.  The  District  Court  accorded  excessive  weight  to  the 
Referee's  findings  of  fact. 

By  such  statements  in  his  decision  as:  "I  am  not 
indicating  that  my  mind  is  evenly  balanced  as  to 
whether  or  not  the  Referee  is  correct.  Even  in  that 
event  I  take  it  that  I  should  allow  his  ruling  to  stand" 
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(R.  27)  and  "As  a  result,  I  feel  that  in  the  light  of 
authorities  which  control  me  I  must  sustain,  and 
therefore  I  do  sustain  the  decision  of  the  Referee" 
(R.  25),  the  District  Court  indicated  that  he  felt 
that  he  labored  under  a  greater  duty  to  respect  the 
findings  of  the  Referee  than  was  legally  required  in 
the  circum.stances.  This  was  not  a  matter  in  which 
the  Referee's  findings  were  based  upon  opportunities 
to  hear  testimony  and  observe  the  demeanor  of  wit- 
nesses. The  Referee's  findings  were  based  upon  writ- 
ten evidence  as  available  to  the  District  Judge  as  to 
the  referee. 

In  In  re  Bowen  (D.C.  E.D.  Pa.)  58  F.  Supp.  286, 
294  (1944)  affirmed  (CCA.  3)  151  F.(2d)  690 
(1945)  the  court  said: 

"Where  the  findings  of  referee  represent  de- 
ductions from  established  facts,  they  are  entitled 
to  little  weight  on  certificate  for  review  because 
the  judge,  from  the  same  facts,  could  as  well 
draw  inferences  or  deduce  conclusions  as  the 
referee." 

In  a  leading  case  on  this  point,  Ohio  Valley  Co.  v. 

Mack   (CCA.  6)   163  Fed.  155,  158    (1906),  there 

appears  the  following  statement: 

"No  arbitrary  rule  can  be  laid  down  for  deter- 
mining the  weight  which  should  be  attached 
to  a  finding  of  fact  by  a  bankrupt  referee.  *  *  * 
Much  in  both  cases  must  depend  upon  the  char- 
acter of  the  finding.  If  it  be  a  deduction  from 
established  fact,  the  finding  would  not  carry  any 
great  weight,  for  the  judge,  having  the  same 
facts,  may  as  well  draw  inferences  or  deduce  a 
conclusion  as  the  referee." 
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To  the  same  effect  is  In  re  Hercules  Gasoline  Co. 
(CCA.  9)  76  F.(2d)  677  (1935). 

CONCLUSION 

In  conclusion,  appellants  respectfully  submit  that 
appellees  have  not  sustained  their  burden  of  proving 
a  wilful  and  malicious  injury  to  their  property  by 
appellants  so  as  to  except  their  judgment  from  the 
discharge  in  bankruptcy.  The  Referee's  decision  to 
the  contrary  is  supported  by  an  erroneous  view  of 
both  the  applicable  law  and  the  facts.  The  decision  of 
the  District  Court,  sustaining  the  decision  of  the 
Referee,  cannot  stand  alone,  but  must  fall  with  the 
Referee's  decision.  In  addition,  the  decision  of  the 
District  Court  is  based  upon  a  misconception  of  the 
applicable  law,  and  an  erroneous  view  of  the  weight 
to  be  accorded  the  Referee's  finding. 

Appellants  respectfully  submit  that  the  judgment 
insofar  as  it  excepts  the  judgment  debt  of  the  Jensens 
from  the  discharge  in  bankruptcy  should  be  reversed. 

CoLviN  &  Williams, 

Attorneys  for  Appellants. 

David  J.  Williams, 
Mary  E.  Burrus, 
of  Counsel. 
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JURISDICTION 

As  stated  in  Appellants'  brief,  jurisdiction  of  the 
District  Court  is  based  upon  U.S.C.  Title  28,  Section 
41-19,  relating  to  proceedings  in   Bankruptcy,   and 
specifically  upon  Section  17(a)  (2)  of  the  Bankruptcy 
Act,  11  U.S.C.  Sec.  35(a)  (2)  which  provides: 
"Debts  not  affected  by  a  discharge, 
"(a)  A  discharge  in  bankruptcy  shall  release  a 
bankrupt  from  all  his  provable  debts,  whether 
allowable  in  full  or  in  part,  except  such  as  "  *  * 
(2)  are  liabilities  for  obtaining  money  or  prop- 
erty by  false  pretenses  or  false  representations, 
or  for  wilful  and  malicious  injuries  to  the  person 
or  property  of  another.^'  *  *  *   (italics  ours) 


Jurisdiction  of  this  court  is  based  upon  U.S.C.  Title 
28,  Sec.  225,  authorizing  an  appeal  to  the  United 
States  Circuit  Court  from  a  final  decision  of  a  Federal 
District  Court. 

SUMMARY  OF  PROCEEDINGS 

The  appellees,  Soren  N.  Jensen  and  Anna  Jensen, 
his  wife,  are  judgment  creditors  of  appellants,  having 
obtained  a  judgment  for  $1064.90  on  June  5,  1945,  in 
the  Superior  Court  of  the  State  of  Washington  for 
King  County  for  the  unlawful  and  intentional  conver- 
sion of  a  house  and  other  structures  located  upon 
property  purchased  by  appellants  from  one  Cora  J. 
Skirving,  which  they  knew  at  the  time  of  the  purchase 
were  not  included  in  the  sale,  and  which  they  also 
knew  to  be  the  property  of  another  (Bankrupts'  Ex. 
3,  R.  65-75-76-78). 

In  order  to  avoid  the  judgment,  appellants  filed  a 
petition  in  bankruptcy  in  the  Federal  District  Court 
for  the  Western  District  of  Washington,  Northern 
Division.  Appellees  resisted  the  discharge,  on  the 
ground  that  their  judgment  debt  was  not  discharge- 
able under  Sec.  17(a)  (2)  quoted  above. 

The  litigating  parties  stipulated  that  the  Referee  in 
Bankruptcy  assume  jurisdiction  of  the  issues  raised 
(R.  3),  and  thereafter  appellants  offered  and  the 
Referee  received  in  evidence,  along  with  other  papers, 
the  pleadings  and  Findings  of  Fact  and  Conclusions 
of  Law  and  Decree  of  the  King  County  Superior 
Court. 

After  taking  the  matter  under  advisement,  the  Ref- 


eree  granted  a  discharge  to  the  bankrupts,  excepting 
therefrom  the  judgment  debt  (R.  20). 

Feeling  aggrieved  thereby,  appellants  filed  a  peti- 
tion for  review  to  the  District  Court,  and  after  hear- 
ing oral  argument  and  considering  the  law  and  the 
facts  and  the  records  of  both  the  Bankruptcy  Court 
and  the  King  County  Superior  Court  (R.  24),  the 
District  Court  sustained  the  Referee's  decision  (R. 
21). 

Feeling  now  aggrieved  at  the  King  County  Superior 
Court's  decision,  the  Referee's  decision  and  the  Dis- 
trict Court's  decision,  appellants  seek  a  further  re- 
view by  this  court. 

SUMMARY  OF  ARGUMENT 

The  court  is  concerned  here  with  one  question : 

Is  the  appellees'  judgment  debt  dischargeable  in 
bankruptcy? 

To  resolve  it,  two  other  questions  must  be  an- 
swered : 

1.  Do  the  facts  upon  which  the  judgment  was  based 
show  an  intentional  unlawful  conversion  of  appel- 
lees' property  by  appellants? 

2.  Does  an  intentional  unlawful  conversion  of  prop- 
erty constitute  ''wilful  and  malicious  injuries  to 
the  person  and  property  of  another,"  as  required 
under  Section  17(a)  (2)  of  the  Bankruptcy  Act? 

If  these  two  questions  are  answered  affirmatively, 
it  then  follows  that  the  appellees'  judgment  debt  is 
not  dischargeable,  and  the  decision  of  the  Referee  in 
Bankruptcy  excepting  the  debt  from  the  discharge  and 


the  order  of  the  District  Court  sustaining  the  Referee 
will  stand. 

This  court  will  not  disturb  the  concurrent  findings 
of  the  Referee  and  the  District  Court  except  for  mis- 
take or  a  miscarriage  of  justice. 

In  re  Eastern  Oil  Co.  (CCA.  9)  100  F.(2d) 
341; 

New7)mn  v.  Burnham  (CCA.  6)  126  F.(2d) 
336; 

Carr  v.  So.  Pac.  Co.  (CCA.  9)  128  F.(2d) 
764,  768; 

In  re  Caplan  (CCA.  2)   149  F.(2d)   731; 

MacGoivan  v.  Barber  (CCA.  2)  127  F.(2d) 
458; 

Kauk  V.  Anderson  (CCA.  8)   137  F.(2d) 
231; 

Williamson  v.  Williams  (CCA.  4)   137  F. 
(2d)  341; 

Weisstein  Bros.  &  Survol  v.  Laugharti  (C 
CA.  9)  84  F.(2d)  419,  420. 

ARGUMENT 

1.  Do  the  Facts  Show  An  Intentional  Unlawful  Conver- 
sion of  Appellees'  Property  By  Appellants? 

Let  us  look  at  the  record  made  in  the  Superior 
Court,  upon  which  the  Referee  and  the  District  Court 
made  their  findings,  conclusions  and  decrees. 

The  Superior  Court  Record 
(a)  The  pleadings 

The  pleadings  in  the  Superior  Court  action  are  sig- 
nificant because  the  issue  of  unlawful,  intentional 


conversion  was  placed  squarely  before  the  court.  It 
was  pleaded  in  the  complaint  and  admitted  in  the 
answer. 

Appellees  as  plaintiffs  brought  an  equitable  action 
against  defendants  for  the  recovery  of  certain  real 
property  and  buildings,  upon  the  grounds  of  equitable 
frustration,  adverse  possession,  and  unlawful  conver- 
sion of  a  house  and  other  structures  located  upon  one 
of  the  tracts  involved. 

Specifically,  it  was  alleged  that  plaintiffs  and  one 
Cora  J.  Skirving  owned  adjacent  lands.  Upon  the 
Skirving  property  were  located  a  house  and  certain 
other  structures  which  plaintiffs  purchased  at  a  sher- 
iff's foreclosure  sale  as  separate  personal  property. 
Plaintiffs  attempted  to  move  all  the  structures  to  their 
adjoining  property,  but  due  to  a  mutual  misunder- 
standing of  the  true  boundary  line  between  the  two 
properties,  the  buildings  were  removed  to  another 
portion  of  the  Skirving  property  about  65  feet  north 
of  the  boundary  line. 

According  to  plaintiffs'  complaint,  defendants,  ap- 
pellants here,  purchased  the  Skirving  property  as  va- 
cant land,  knowing  at  the  time  that  the  improvements 
were  no  part  of  the  sale,  and  they  paid  no  considera- 
tion therefor  (R.  46).  Immediately  thereafter  they 
unlawfully  and  wrongfully  took  possession  of  the 
buildings,  and  denied  plaintiffs  the  use  and  enjoy- 
ment thereof  (R.  42-43-45-46).  In  plaintiffs'  prayer 
for  relief  they  sought  to  be  restored  to  full  possession 
and  ownership  of  the  buildings,  for  reimbursement  for 
loss  of  rentals,  and  for  such  other  and  further  relief 
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as  to  the  court  might  seem  right  and  proper  (R.  47- 
48). 

Defendants  answered  the  complaint,  admitting  that 
the  buildings  described  in  the  complaint  were  con- 
sidered as  personalty  and  were  separate  and  apart 
from  the  land  they  purchased,  admitted  that  plaintiffs 
purchased  the  buildings  at  sheriff's  sale  and  moved 
them  to  another  part  of  the  land  (R.  56),  and  freely 
admitted  that  as  soon  as  they  purchased  the  land  from 
Cora  J.  Skirving  they  took  possession  of  plaintiffs' 
buildings  (R.  54). 

(b)    The  Findings  of  Fact  and  Conclusions  of  Law 

Upon  the  issues  so  framed  the  case  went  to  trial, 
and  the  Superior  Court  made  the  following  pertinent 
Findings  of  Fact  (R.  72): 

''That  at  the  time  of  the  issuance  of  the  deed  to 
Defendants,  Rees  and  wife,  the  Plaintiffs  had 
tenants  upon  said  property,  and  that  Defendants 
Rees  and  wife  demanded  that  said  tenants  im- 
mediately leave  the  premises  and  deliver  up  phys- 
ical possession  to  them;  and  that  immediately 
thereafter  the  Defendants  Rees  and  wife  took 
possession  of  the  premises  and  have  kept  same 
up  to  the  present  time,,  over  the  objections  of 
Plaintiffs. 

"XVI. 

"That  in  1932,  one  Doc  Hamilton  purchased 
the  aforesaid  property  on  real  estate  contract, 
and  in  1932  erected  a  house,  sheds,  barn  and  re- 
moved a  refrigerator  car  thereon ;  that  thereafter 
certain  labor  liens  were  foreclosed  thereon,  and 
Cora  J.  Skirving  was  made  a  party  defendant. 


That  subsequently  she  entered  into  a  stipulation 
in  said  action  that  the  buildings  be  separated 
from  the  land  and  sold  as  personalty,  and  the  title 
to  her  land  be  free  from  any  cloud  thereby. 

"XVIL 
"That,  in  accordance  with  said  stipulation,  on 
or  about  May  9,  1938,  said  buildings  were  offered 
for  sale  at  public  auction  by  the  Sheriff  of  King 
County  and  that  Plaintiffs  purchased  the  same. 
That  thereafter  Plaintiffs  removed  all  of  said 
buildings  from  the  particular  place  where  they 
were  then  standing  onto  the  North  65  feet  of  the 
above  described  property,  by  mistake  and  inad- 
vertance  and  under  the  mistaken  belief  that  they 
owned  said  property  as  the  south  portion  of  Lot 
4.  That  at  said  time  it  was  the  general  belief  of 
both  Plaintiffs  and  the  Defendant  Skirving  that 
the  North  65  feet  belonged  to  Tax  Lot  4,  and  said 
Defendant  agreed  that  said  buildings  might  be 
permanently  located  at  the  place  of  removal  under 
that  belief. 

"That  at  no  time  would  the  Plaintiffs  have  con- 
tinued in  possession  of  or  maintained  said  build- 
ings upon  the  North  65  feet  as  aforesaid,  and  at 
no  time  would  the  Defendant  Skirving  have 
agreed  that  Plaintiffs  should  remain  in  posses- 
sion of  said  North  65  feet,  if  they,  or  either  of 
them,  had  known  where  the  true  boundary  line 
between  Tax  Lot  4  and  the  Defendant  Skirving's 
property  actually  existed. 

"That  the  houses,  sheds,  barns  and  each  struc- 
ture now  upon  said  North  65  feet  have  been  at 
all  times  considered  as  personalty  by  the  Plain- 
tiffs and  the  Defendant  Skirving;  a'}id  tJmt  at  the 
time  of  her  sale  of  said  property  to  the  Defend- 
ants^ Clarence  A.  Rees  and  ivife,  said  structures 
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were  not  included  in  the  sale  and  no  consideration 
was  given  for  them,  or  either  of  them.  That  the 
Defendants  Rees  and  wife  never  at  any  time  be- 
lieved they  were  purchasing  said  structures ^  or 
either  of  them,  having  been  advised  at  the  timd 
of  their  purchase  that  the  buildings  were  no  part 
of  the  property  purchased.  (Italics  ours) 

"XVIII. 

''That  notwithstanding  the  facts  hereinabove 
set  out,  the  Defendants,  Clarance  A.  Rees  and 
Evelyn  E.  Rees,  his  wife,  on  or  about  January  20, 
1944,  took  possession  of  all  and  every  one  of  the 
structures  hereinabove  mentioned,  moved  into 
the  house  and  ejected  the  Plaintiffs'  tenants 
therefrom,  and  in  all  respects  converted  said, 
property  to  their  own  u^es;  and  denied  the  use  or 
possession  of  same  to  Plaintiffs  and  their  ten- 
ants; and  continue  to  do  so  up  to  the  present 
time,  although  the  Plaintiffs  collected  rent  there- 
on for  January  and  February,  1944,  and  their 
tenants  remained  in  possession  of  said  houses 
during  said  period.  (Italics  ours) 

"XIX. 

"That  the  fair  market  value  of  the  house  and 
other  structures  upon  the  North  65  feet  of  the 
Defendant  Skirving's  property  so  converted  by 
the  Defendants,  Rees  and  wife,  at  the  time  of 
the  conversion  on  or  about  January  20,  1944,  was 
$1,000.00." 

From  the  foregoing  findings,  the  Superior  Court 
made  the  following  pertinent  Conclusions  of  Law 
(R.  77): 

"III. 
"That  this  is  an  equitable  action,  and  the  court 
has  the  right  to  do  equity  between  the  parties, 


once  it  has  acquired  jurisdiction  of  the  parties 
and  the  causes  of  action. 

"IV. 

"That  the  Defendants,  Clarance  A.  Rees  and 
Evelyn  E.  Rees,  his  wife,  have  converted  per- 
sonal property  belonging  to  the  Plaintiffs^  con- 
sisting of  a  house,  shed,  barn  and  other  struc- 
tures situated  on  the  North  65  feet  of  the  De- 
fendants' property,  which  property  was  so  located 
thereon  by  agreement  of  the  Plaintiffs  and  De- 
fendant Skirving,  and  tvas  at  all  times  considered 
as  personal  property  in  which  the  Defendant 
Skirving  never  at  any  time  claimed  an  interest, 
and  was  not  sold  to  the  Defendants  Rees  and  no 
consideration  ivas  paid  by  the  Defendants  Rees 
therefor. 

'^That  the  Defendants  Rees  and  wife,  have  be- 
come unjustly  and  unlawfully  enriched  by  their 
conversion  of  Plaintiffs*  buildings  in  the  amount 
of  $1,000.00,  and  Plaintiffs  are  entitled  to  judg- 
ment therefor.  (Italics  ours) 

(c)    The  exhibits  oflfered  in  evidence  by  appellants 

Defendants  offered  as  an  exhibit  in  the  Superior 
Court  a  certain  letter  written  by  their  then  attorney, 
M.  L.  Longfellow,  in  which  they  asserted  ownership 
of  the  house,  and  demanded  that  plaintiffs  immediate- 
ly vacate  the  same  (R.  64-65). 


When  the  right  to  a  discharge  of  the  judgment  debt 
was  under  consideration  in  the  Bankruptcy  Court, 
appellants  themselves  offered  in  evidence  all  of  the 
above  pleadings,  findings  and  conclusions  and  the 
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Longfellow  letter.  They  offered  no  oral  testimony,  but 
relied  entirely  upon  the  record  (R.  8).  They  cannot 
now  complain  of  error  because  the  Referee  also  re- 
lied upon  that  record,  or  that  the  District  Court  erred 
in  likewise  relying  upon  it. 

The  facts,  as  found  by  the  Superior  Court,  speak  for 
themselves.  The  appellants  knew  when  they  bought 
the  land  from  Cora  J.  Skirving  that  she  did  not  own 
the  buildings.  They  knew  they  were  considered  as 
personalty  and  were  not  a  part  of  the  land.  They  paid 
no  consideration  for  the  buildings.  They  were  told  by 
Mrs.  Skirving  that  she  did  not  own  them,  and  they 
freely  admitted  in  their  pleadings  that  they  knew  at 
the  time  of  the  sale  the  circumstances  surrounding  the 
severance  of  the  buildings  from  the  land. 

The  adjoining  Tax  Lot  4  they  bought  from  King 
County  for  $50.00.  It  would  be  absurd  to  believe  that 
they  thought  they  were  buying  any  improvements  for 
such  a  small  amount.  At  no  point  in  either  their 
pleadings,  their  testimony  or  their  evidence  have  they 
urged  upon  either  of  the  three  tribunals  hearing  the 
issues  that  any  consideration  was  paid  to  King  County 
for  the  buildings. 

Yet  they  took  possession  of  the  buildings  and  ejected 
the  appellees  therefrom.  Their  acts  were  deliberate. 
The  facts  clearly  establish  a  design  upon  their  part  to 
obtain  possession  of  the  buildings.  They  intended  to 
take  property  which  did  not  belong  to  them,  and  when 
they  excluded  appellees  from  the  property  they  actu- 
ally accomplished  the  conversion.  That  such  a  conver- 
sion is  unlawful  is  irrefutable.  The  Referee  could  ar- 
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rive  at  no  other  conclusion  (R.  13,  15,  17,  18,  19). 
Nor  could  the  district  judge  (R.  24,  27). 

Discussing  the  facts  in  his  written  decision,  the 
Referee  said: 

"Of  great  and  controlling  importance  in  this 
case  are  the  facts  that  the  buildings  belonging  to 
the  Jensens  and  converted  by  the  Rees'  were  per- 
sonal property,  had  been  severed  from  the  realty 
in  a  lien  foreclosure  against  'Doc'  Hamilton,  and 
had  been  physically  removed  from  the  place  they 
were  originally  constructed.  *  *  *   (R.  8) 

"These  circumstances  and  the  fact  that  the 
bankrupts  did  not  avail  themselves  of  the  priv- 
ilege of  taking  the  witness  stand  and  explaining 
what  motives  they  had  or  what  possible  justifi- 
cation they  could  have  in  converting  to  their  own 
use  the  personal  property  of  the  judgment  credi- 
tors, leaves  the  Findings  of  Fact  and  Conclusions 
of  Law  upon  which  the  judgment  is  based  un- 
answerable. *  *  *"  (R.  8) 

"In  this  case  the  Reeses  did  not  come  into  pos- 
session of  this  personal  property  by  the  consent 
of  the  owner,  nor  by  inadvertence.  The  Findings 
of  Fact  and  Conclusions  of  Law  above  quoted 
negative  any  contention  that  when  they  bought 
the  property  they  thought  the  buildings  were  at- 
tached thereto  as  realty  and  that  they  were, 
therefore,  the  owners  thereof.  They  did  not  so 
testify  and  the  evidence  established  that  they  de- 
signedly obtained  possession  of  these  buildings 
and  converted  them  to  their  own  use  and,  there- 
fore, the  judgment  based  upon  said  conversion 
is  not  dischargeable  in  bankruptcy."  (R.  13) 
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2.  Does  An  Intentional  Unlawful  Conversion  Come  With- 
in the  Meaning  of  "Wilful  and  Malicious  Injuries  to 
the  Person  and  Property  of  Another"? 

The  District  Court  aptly  said : 

"If  the  matter  were  before  me  as  a  matter  of 
first  impression  and  without  restriction  by  judi- 
cial decisions  of  courts  which  bind  me,  I  would 
have  no  great  difficulty.  *  *  *  But  I  am  bound 
and  controlled  by  a  forest  of  authority.  The 
weight  of  authority  is  to  the  effect  that  those 
simple  words  ('wilful  and  malicious  injuries  to 
the  person  or  property  of  another')  include  in- 
tentional conversion  of  the  kind  which  Judge 
Ronald  (of  the  Superior  Court)  in  his  findings 
determined  occurred  on  the  part  of  the  bank- 
rupts as  against  the  property  of  Mr.  and  Mrs. 
Jensen."  *  *  *  {R,  24-25) 

(a)  Intentional  conversion  is  a  wilful  and  malicious 
injury  to  the  property  of  another. 

To  constitute  a  wilful  and  malicious  injury  to  prop- 
erty, the  conversion  must  have  been  with  the  intent 
to  convert  the  same,  knowing  that  the  property  was 
the  property  of  another.  It  was  not  necessary  to  use 
the  words  "wilful  and  malicious"  in  the  pleadings  or 
in  the  judgment  of  the  court  if  the  facts  upon  the 
record  and  as  found  by  the  court  constituted  an  inten- 
tional and  deliberate  appropriation  of  the  property  by 
the  bankrupt  for  his  own  uses.  No  personal  malice 
need  be  shown,  but  the  wrongdoer  will  be  held  re- 
sponsible for  the  legal  effects  of  his  acts. 

This  view  has  been  held  in  many  cases,  a  leading 
case  being 

Tinker  v.  Colwell,  193  U.S.  473. 
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Since  this  case  has  been  time  after  time  quoted  from 
in  the  decisions  involving  construction  of  the  v^ords 
"wilful  and  malicious"  injuries  in  bankruptcy  cases, 
we  quote  at  length  as  follows : 

*'In  order  to  come  within  the  meaning  of  a 
judgment  for  a  wilful  and  malicious  injury  to  per- 
son or  property,  it  is  not  necessary  that  the 
cause  of  action  be  based  upon  a  special  malice 
so  that  without  it  the  action  could  not  be  main- 
tained. *  *  *  A  wilful  disregard  of  whatever  he 
knows  to  be  his  duty,  an  act  which  is  against 
good  morals  and  wrongful  in  and  of  itself,  and 
which  necessarily  causes  injury,  and  is  done  in- 
tentionally, may  be  said  to  be  done  wilfully  and 
maliciously,  so  as  to  come  within  the  exception. 
*  *  * 

"It  is  urged  that  the  malice  referred  to  in  the 
exception  is  malice  toward  the  individual  per- 
sonally, such  as  is  meant,  for  instance,  in  a  stat- 
ute for  maliciously  injuring  or  destroying  prop- 
erty, or  for  malicious  mischief,  where  mere,  in- 
tentional injury  without  malice  toward  the 
individual  has  been  held  by  some  courts  not  to 
be  sufficient.  Commonwealth  v.  Williams,  110 
Mass.  401. 

"We  are  not  inclined  to  place  such  a  narrow 
construction  upon  the  language  of  the  exception. 
We  do  not  think  the  language  used  was  intended 
to  limit  the  exception  in  any  such  way.  *  *  *  It 
was  an  honest  debtor  and  not  a  malicious  wrong- 
doer that  was  to  be  discharged. 

"There  may  be  cases  where  the  act  has  been 
performed  without  any  particular  malice  toward 
the  husband,  but  we  are  of  opinion  that,  within 
the  meaning  of  the  exception,  it  is  not  necessary 
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that  there  should  be  this  particular,  and,  so  to 
speak,  personal  malevolence  toward  the  husband, 
but  that  the  act  itself  necessarily  implies  that 
degree  of  malice  which  is  sufficient  to  bring  the 
case  within  the  exception  stated  in  the  statute. 
The  act  is  wilful,  of  course,  in  the  sense  that  it  is 
intentional  and  voluntary,  and  we  think  that  it  is 
also  malicious  within  the  meaning  of  the  statute. 

*'In  Bromage  v.  Prosser,  4  Barn  &  Cres  247, 
which  was  an  action  of  slander,  Mr.  Justice  Bay- 
ley,  among  other  things,  said: 

''  'Malice,  in  common  acceptation,  means  ill 
will  against  a  person,  but  in  its  legal  sense  it, 
means  a  wrongful  act,  done  intentionally,  with- 
out just  cause  or  excuse.  If  I  give  a  perfect 
stranger  a  blow  likely  to  produce  death,  I  do  it 
of  malice,  because  I  do  it  intentionally  and  with- 
out just  cause  or  excuse.  If  I  maim  cattle,  with- 
out knowing  whose  they  are,  if  I  poison  a  fish- 
ery, without  knowing  the  owner,  I  do  it  of  malice, 
because  it  is  a  wrongful  act,  and  done  intention- 
ally. If  I  am  arraigned  of  felony  and  wilfully 
stand  mute,  I  am  said  to  do  it  of  malice,  because 
it  is  intentional  and  without  just  cause  or  excuse. 
And  if  I  traduce  a  man,  whether  I  know  him 
or  not  and  whether  I  intend  to  do  him  an  injury 
or  not,  I  apprehend  the  law  considers  it  as  done 
of  malice,  because  it  is  wrongful  and  intention- 
al. It  equally  works  an  injury,  whether  I  produce 
an  injury  or  not' 

"We  cite  the  case  as  a  good  definition  of  the 
legal  meaning  of  the  word  malice.  The  law  will, 
as  we  think,  imply  that  degree  of  malice  in  an 
act  of  the  nature  under  consideration,  which  is 
sufficient  to  bring  it  within  the  exception  men- 
tioned." 
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In  discussing  another  case  of  damages  for  seduc- 
tion of  a  daughter,  that  court,  quoting  from  In  re 
Freche,  109  Fed.  620,  said: 

*'  'From  the  nature  of  the  case  the  act  *  *  * 
which  caused  the  injury  was  wilful,  because  it 
was  voluntary.  The  act  was  unlawful,  wrongful 
and  tortuous,  and,  being  wilfully  done,  it  was,  in 
law,  malicious.  It  was  malicious  because  the  in- 
jurious consequences  which  followed  the  wrong- 
ful act  were  those  which  might  naturally  be  ex- 
pected to  result  from  it,  and  which  the  defendant 
must  be  presumed  to  have  had  in  mind  when  he 
committed  the  offense.  "Malice"  in  law  simply 
means  a  depraved  inclination  on  the  part  of  a 
person  to  disregard  the  rights  of  others,  which 
intent  is  manifested  by  his  injurious  acts.  While 
it  may  be  true  that  in  his  unlawful  act  Freche 
was  not  actuated  by  hatred  or  revenge  or  passion 
towards  the  plaintiff,  nevertheless,  if  he  acted 
wantonly  against  what  any  man  of  reasonable 
intelligence  must  have  known  to  be  contrary  to 
his  duty,  and  purposely  prejudicial  and  injurious 
to  another,  the  law  will  imply  malice  *  *  *' 

'The  judgment  here  mentioned  comes,  as  we 
think,  within  the  language  of  the  statute  reason- 
ably construed  *  *  *" 

The  courts  have  universally  held  that  an  intentional 
conversion  of  the  property  of  another  amounts  in  law 
to  wilfulness  and  malice.  The  leading  and  most  quoted 
case  on  this  subject  is  Mclntyre  v.  Kavanaugh,  242 
U.S.  138: 

"In  this  case  Mclntyre  &  Co.  were  brokers. 
They  received  certain  stock  certificates  owned 
by  Kavanaugh  to  hold  them  as  security  for  his 
indebtedness  to  them.  Within  a  few  weeks  with- 
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out  authority  and  his  knowledge,  they  sold  the 
stocks  and  appropriated  the  avails  to  their  own 
use.    The  firm  became  bankrupt. 

'Tlaintiff,  nevertheless,  sued  for  damages  for 
wrongful  conversion,  and  it  was  argued  that  'an 
examination  of  our  several  Bankruptcy  Acts  and 
consideration  of  purpose  and  history  of  the 
1903  Amendment  will  show  Congress  never  in- 
tended the  words  in  question  to  include  conver- 
sion.' 

"We  can  find  no  sufficient  reason  for  such  a 
narrow  construction.  *  *  * 

''It  is  not  necessary  that  physical  injury  to 
property  be  inflicted  to  constitute  wilful  and  ma- 
licious injury.  Special  malice  against  the  owner 
of  property  need  not  exist. 

"But  depriving  a  person  of  his  property,  with- 
out authority  is  sufficient  to  show  a  wilful  dis- 
regard of  his  duty  and  is  sufficient  to  constitute 
wilful  and  malicious  injury. 

"The  circumstances  disclosed  suffice  to  show 
a  wilful  and  malicious  injury  to  property  for 
which  plaintiff  in  error  became  and  remains 
liable  to  respond  in  damages." 

The  case  of  Bever  v.  Swecker,  138  la.  728,  116 
N.W.  704  (1908),  is  of  special  interest  because  it  in- 
volved another  kind  of  conversion  more  nearly  like 
the  conversion  at  bar.  Cattle  of  plaintiff  were  con- 
verted by  the  bankrupt. 

In  this  case  the  judgment  creditor  brought  a  gar- 
nishment proceeding  to  subject  property  to  payment 
of  his  judgment.  A  motion  was  made  to  discharge  the 
garnishment  on  the  ground  that  the  debt  was  dis- 
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cRarged  by  the  bankruptcy.  The  motion  was  over- 
ruled and  judgment  was  granted  against  the  gar- 
nishee.  Upon  appeal  the  lower  court  was  affirmed. 

The  question  before  the  Supreme  Court  was  a  de- 
termination of  the  meaning  of  the  words  ''wilful  and 
malicious  injuries  to  property."   The  court  said: 

"Was  the  judgment  in  this  case  for  the  unlaw- 
ful and  malicious  injury  to  the  property  of  plain- 
tiff? This  is  the  pivotal  question  in  the  case.  That 
the  act  of  Defendant  in  taking  the  cattle  was  un- 
lawful there  can  be  no  question;  but  was  it 
'malicious'  as  the  term  is  used  in  the  Bankruptcy 
Act?  The  only  showing  in  addition  to  that  here- 
tofore stated  regarding  the  matter  of  Defend- 
dant's  liability  is  that  Plaintiff  commenced  suit' 
to  recover  the  value  of  the  cattle  which  resulted 
in  the  judgment  upon  which  the  execution  is- 
sued. *  *  * 

"The  only  remaining  inquiry  is:  'Was  the  in- 
jury to  the  property  "malicious"  as  that  term  is 
used  in  the  Bankruptcy  Act?'  " 

Adopting  the  language  of  Christal  v.  Clisbe  (Mass.) 
76  N.E.  11,  the  court  said: 

"It  is  scarcely  necessary  to  say  that  the  taking 
and  carrying  away  of  the  property  of  another  is 
an  injury  to  that  property  *  *  *  We  are  satisfied 
that  the  judgment  in  the  case  was  for  wilful  and 
malicious  injury  to  the  property  of  Plaintiff  *  *  * 
The  claim  need  not  be  reduced  to  judgment.  If  it 
be  merged  in  a  judgment  we  go  to  the  nature  of 
the  liability  to  determine  the  question  of  release. 

"There  is  no  doubt,  we  think,  that  the  liability 
in  the  case  was  for  wilful  and  malicious  injury 
to  property,  as  those  terms  are  used  in  Bank- 
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ruptcy  Act.  The  injury  or  wrong  was  just  as 
malicious  as  an  assault  and  battery  upon  the 
person  would  have  been,  and  in  such  case  it  is 
universally  held  that  the  bankrupt  is  not  re- 
leased *  *  *  Moreover,  the  liability  was  in  tort 
and  the  tort  could  not  be  waived  and  the  debt 
was  not  provable  in  the  Bankruptcy  proceedings." 

The  court  said  in  Greenfield  v.  Tucillo  (CCA.  2, 
1942)  49  A.B.R.  (N.S.)  529: 

"The  question  is  whether  the  liability  to  Green- 
field was  for  'wilful  and  malicious'  injury.  Such 
injuries  have  been  defined  by  the  Supreme  Court 
as  arising  from  an  act  involving  a  wilful  disre- 
gard for  what  one  knows  to  be  his  duty,  an  act 
which  is  against  good  morals  and  wrongful  in 
and  of  itself,  and  which  necessarily  causes  injury 
and  is  done  intentionally." 

In  Remington  on  Bankruptcy,  Vol.   7,  813,  it  is 

said: 

u::=  *  *  actual  malice  is  made  out  within  the 
meaning  of  Sec.  17(a)  *  *  *  (2)  where  the  act 
is  shown  to  have  been  an  intentional  and  wrong- 
ful act  and  without  just  cause  or  excuse.  An 
actual  physical  injury  to  the  subject  matter  of 
the  property  is  not  essential." 

To  like  effect  are  the  following  well  known  cases 
involving  many  types  of  conversion : 

Matter  of  Binsky,  24  A.B.R.  496   (conver- 
sion of  collateral) ; 

Matter  of  Gumbinsky,  8  F.  Supp.  601  (con- 
version of  money) ; 

In  re  Keeler,  40  A.B.R.  231,  243  Fed.  770; 
Covington   v.   Rosenbusch,    42   A.B.R.   400 
(conversion  of  wages) ; 
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In  re  Stenger,  49  A.B.R.  224  (conversion  of 
insurance  premiums) ; 

Baker  v.  Bryant  Fertilizer  Co.,  46  A.B.R. 
579; 

In  re  Nordlight,  22  A.B.R.  481; 

Campbell  v.  Gates,  239  N.Y.  457; 

Matter  of  Goldstein,  30  F.  Supp.  443  (con- 
version of  real  property) ; 

Van  Epps  v.  Aufdevikamp,  32  P.  (2d)  1116 
(conversion  of  stock  certificates) ; 

Smith  V.  Ladrie,  129  Atl.  302  (conversion  of 
flour) ; 

Inre  Stark,  18  A.B.R.  (N.S.)  278; 

In  re  Franks,  17  A.B.R.  (N.S.)  304; 

In  re  Bner,  2  A.B.R.  (N.S.)  756,  766; 

Probst  V.  Jones,  247  N.W.  779  (conversion 
of  a  deed) ; 

Woelfle  V.  Giles,  184  S.W.(2d)  177  (conver- 
sion of  mortgaged  property) ; 

Frangos  v.  Frangos,  41  Atl.  (2d)  416  (con- 
version of  money) ; 

Globe  Indemnity  Co.  v.  Granskar,  16  N.W. 
(2d)  437; 

Matter  of  Buzas,  58  F.  Supp.  717  (damage 
to  land) ; 

In  re  Blauweiss,  23  N.Y.S.(2d)  907  (con- 
version of  emerald) ; 

Weeks  v.  Streicher,  58  N.E.(2d)  415  (con- 
version of  real  property) ; 

Knights  Products  Inc.  v.  Donnen  Fuel  Co., 
20  N.Y.S.(2d)  135  (conversion  of  trust 
money) ; 
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Matter  of  Minsky,  46  F.  Supp.  104  (induc- 
ing breach  of  contract) ; 

Norby  v.  Cain,  176  S.E.(2d)  813. 

In  Smith  v.  Ladrie,  supra,  the  court  relied  upon  the 
following  quotation  from  Tnker  v.  Colwell,  supra: 

"  'But  when  the  conversion  is  the  result  of  a 
deliberate  and  intentional  disregard  of  another's 
legal  rights,  it  is  a  wilful  and  malicious  injury  to 
his  property.  It  is  wilful  because  it  is  voluntary 
(Webster's  New  International  Dictionary),  and 
it  is  malicious,  because  it  is  intentional'." 

In  Matter  of  Goldstein,  supra,  the  court  said : 

"I  am  forced  to  the  conclusion  that  'unlawful 
and  wilful  are  practically  synonymous  with  'wil- 
ful and  malicious,'  and  that  therefore  the  arrest 
on  the  civil  process  of  petitioner  was  upon  a  debt 
not  dischargable  in  bankruptcy  *  *  *." 

(b)    Actual  words  of  the  statute  need  not  be  pleaded 

Actual  malice  need  not  be  pleaded  or  proved.  The 
acts  complained  of  need  not  be  charged  in  the  lan- 
guage of  the  statute.  But  the  state  court's  ruling  on 
the  nature  of  the  liability  as  established  by  the  judg- 
ment will  be  adopted. 

In  re  Greene,  87  F.(2d)  951. 

4  Words  and  Phrases,  2nd  Series  1312,  which  suc- 
cinctly states: 

"The  term  'wilful  and  malicious'  as  used  in  the 
bankruptcy  act  in  question  need  not  involve  actual 
malice,  as  we  usually  think  of  that  term.  In  fact, 
actual  malice  is  seldom  present  in  such  cases.  If 
an  act,  wrongful  within  itself,  is  done  intention- 
ally and  in  wilful  disregard  of  what  one  knows 
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to  be  his  duty,  and  which  through  necessity, 
causes  an  injury  to  another,  it  may  be  said,  under 
the  act,  to  be  done  wilfully  and  maliciously.  Wil- 
ful and  malicious  injury,  in  the  bankruptcy  act, 
does  not  necessarily  involve  hatred  or  ill  will  as  a 
state  of  mind,  but  arises  from  a  wrongful  act, 
done  intentionally  without  just  cause  or  excuse." 

It  is  not  necessary  to  plead  the  words  "wilful  or 
malicious."  The  court,  In  re  Northrup,  265  Fed.  420 
said: 

"While  the  complaint  does  not  expressly  state 
that  the  conversion  was  wilfully  done,  still  it  must 
have  been,  if  the  defendant  did  what  the  com- 
plaint says;  and  hence  the  conversion  was  a  wil- 
ful injury  to  the  property  of  Taylor,  and  the 
claim,  if  sustained,  on  a  trial  of  the  action,  would 
not  be  one  discharged  in  bankruptcy. 

"Not  every  conversion  of  property  constitutes 
a  wilful  and  malicious  injury  to  property;  but 
if  a  person  knowingly  and  wilfully  takes  the  prop- 
erty of  another  without  the  owner's  consent,  ex- 
press or  implied,  and  appropriates  it  to  his  own 
use,  it  is  difficult  to  understand  why  the  act  so 
done  does  not  constitute  a  wilful  and  malicious 
injury  to  the  property  of  the  person  whose  prop- 
erty is  so  taken  and  used." 

Heaphij  v.  Kerr,  180  N.Y.S.  542; 
Woodv.  Fish,  109  N.E.  177; 
Kavanaugh  v.  Mclntyre,  supra; 
Andrews  v.  Dresser  (N.Y.)  108  N.E.  1088; 

In  re  Werner,  88  F.(2d)    899,  33  A.B.R. 
(N.S.)  656. 
With  the  foregoing  wealth  of  authority  to  guide  us, 
the  conclusion  is  inescapable  that  appellants  not  only 
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physically  converted  the  houses  and  structures  of  ap- 
pellees, but  that  their  conversion  v^as  wilful  and  mali- 
cious within  the  meaning  of  the  bankruptcy  act. 

COMMENTS  ON  BRIEF  OF  APPELLANTS 

1.   Conversion  of  the  Property  of  Appellees 

On  pages  4  to  8  of  appellants'  brief,  they  urge  now 
for  the  first  time  that  the  question  of  conversion  was 
never  before  the  lower  court,  claiming  that  the  plead- 
ings did  not  raise  the  issue.  However,  the  complaint 
clearly  pleaded  wrongful  conversion  of  the  buildings 
in  paragraphs  III,  IV  and  V  of  the  second  cause  of 
action,  as  well  as  the  prayer  for  relief  (R.  45,  46,  47). 
Moreover,  except  in  their  formal  pleadings  no  denial 
was  ever  made  either  before  the  Superior  Court  or  the 
referee,  that  they  had  converted  the  buildings.  In 
fact,  they  admitted  conversion,  and  in  an  effort  to 
justify  it,  they  even  offered  in  evidence  a  letter  from 
their  then  attorney,  M.  L.  Longfellow.  But  the  letter 
proved  too  much,  for  it  demanded  possession  of  the 
buildings  from  appellees,  albeit  on  some  unsure  and 
elusive  theory  that  they  owned  the  same. 

They  further  attempted  to  meet  the  issue  of  con- 
version in  the  lower  court  by  offering  their  contract 
of  purchase  from  Cora  J.  Skirving,  which  contained 
formal  printed  provisions,  providing  for  the  sale  of 
appurtenances  and  keeping  the  buildings  thereon  in- 
sured. But  the  court  found  that  the  buildings  were 
not  included  in  the  sale  and  no  consideration  was  paid 
for  them  in  the  purchase  price. 

As  if  unconvinced  of  their  own  position,  appellants 
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fail  back  upon  the  case  of  Davis  v.  Aetna  Acceptance 
Co.,  293  U.S.  328,  seeking  to  bring  the  acts  of  their 
conversion  within  the  well  known  category  of  those 
cases  where  the  conversion  involved  no  intent  to  take 
property  knowing  it  to  belong  to  another.  We  have  no 
quarrel  with  that  case,  nor  those  which  follow  it,  for 
the  conversion  there  was  innocent  and  technical,  and 
contained  none  of  the  elements  of  wilfulness  or  malice 
interfused  in  the  case  at  bar.  Here  was  no  "innocent 
misadventure  of  the  bankrupts"  (Appellants'  Brief 
18),  but  a  craftily  calculated  design  to  obtain  posses- 
sion of  appellees'  buildings,  knowing  they  had  not  pur- 
chased them  and  that  they  belonged  to  appellees. 

We  have  already  discussed  in  detail  the  cases  upon 
which  we  rely,  some  of  which  appellants  have  cited  on 
pages  20  and  21  of  their  brief.  Appellants'  attempt 
to  distinguish  them  from  the  case  at  bar  is  unconvinc- 
ing. They  particularly  mention  Tinker  v.  Colwell, 
supra,  and  hi  re  Freche,  supra,  on  the  ground  that 
those  leading  cases  which  established  the  basic  rule  of 
law  in  conversion  cases  involved  "quasi-criminal  acts 
of  bankruptcy  as  criminal  conversation  and  seduction 
which  import  a  wanton  disregard  for  the  rights  of 
others  in  their  very  nature."  It  is  significant,  however, 
that  the  courts  of  all  jurisdictions  of  the  country  have 
made  no  such  distinction,  but  have  universally  fol- 
lowed the  law  laid  down  therein  in  cases  involving 
every  kind  of  tangible  and  intangible  property,  on  the 
well  grounded  theory  that  the  crux  of  the  issue  is  the 
nature  of  the  conversion  rather  than  the  nature  of  the 
property  converted. 
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2.  The  Burden  of  Proof 

On  page  32  of  appellants'  brief,  the  court  is  told  that 
the  burden  of  proof  is  upon  the  judgment  creditor  to 
show  that  the  liability  comes  within  the  exception  of 
Section  17(a)(2),  and  that  the  referee  shifted  it  to 
appellants. 

Appellants  ably  assisted  appellees  in  meeting  the 
burden,  for  it  was  they  who  offered  in  evidence  before 
the  referee  the  pleadings,  the  findings  of  fact  and 
conclusions  of  law  and  the  exhibits  of  the  Superior 
Court  action  (R.  65,  79).  They  cannot  complain  now 
that  the  Bankruptcy  Court  admitted  them,  and  that 
appellees  used  them  to  prove  their  case  at  the  hear- 
ing on  their  objections  to  the  discharge  of  their  judg- 
ment debt.  At  no  stage  of  the  proceedings  did  the  bur- 
den shift.  It  became  fixed  by  the  adoption  of  the  Supe- 
rior Court  record  as  the  record  in  the  Bankruptcy 
Court.  All  litigating  parties  relied  upon  that  record, 
and  the  facts  it  contained. 

Wilfulness  and  malice  inhere  in  the  legal  conclusions 
which  the  courts  attach  to  the  acts  already  proved  and 
now  of  record  in  the  Bankruptcy  Court.  The  burden 
has  now  expended  itself;  and  the  only  question  before 
the  referee,  the  District  Court  and  this  court  is  the 
applicability  of  the  rule  to  the  facts  proven  and  re- 
corded. 

Appellants  entirely  misinterpreted  the  language  of 
the  referee  to  the  effect  that  the  appellants  did  not 
avail  themselves  of  the  privilege  of  taking  the  witness 
stand  and  explaining  their  motives  in  converting  ap- 
pellees' property.  The  referee  merely  meant  that  since 
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no  oral  testimony  was  offered  by  appellants  to  rebut 
the  findings  and  conclusions  of  the  lower  court,  he 
had  no  other  alternative  than  to  decide  the  question 
upon  the  record  and  the  circumstances  of  the  conver- 
sion as  shown  therein.  The  question  of  burden  of  proof 
was  not  involved  in  his  statement  at  all  (R.  6.  8). 

The  cases  cited  on  page  33  of  appellants'  brief  are 
not  in  point  for  the  reason  that  those  cases  were  not 
tried  on  a  record  previously  made  in  another  court. 
The  question  involved  there  arose  in  the  original  trial. 

3.  Appellants   Claim   They  Were  Confused   Regarding 
Their  Rights 

In  defending  against  the  referee's  and  the  District 
Court's  decision  holding  that  the  legal  effect  of  appel- 
lants' acts  of  conversion  were  wilful  and  malicious, 
on  page  23  of  appellants'  brief,  they  say  that  their 
conduct  was  consistent  with  a  state  of  innocent  con- 
fusion as  to  their  right  to  appellees'  buildings.  They 
showed  no  evidence  of  confusion,  however,  for  they 
proceeded  cautiously,  engaged  a  lawyer,  and  demanded 
possession  of  the  buildings  without  having  sought  a 
legal  tribunal  to  have  their  rights  determined.  If  there 
was  confusion  in  their  minds  as  to  the  rightful  owner, 
then  they  did,  by  admitted  fact,  act  in  wanton  disre- 
gard for  appellees'  rights,  and  the  wilful  and  malici- 
ous character  of  the  conversion  became  complete. 

The  inconsistency  of  appellants'  vascillating  posi- 
tions with  reference  to  their  right  to  the  buildings,  as 
stated  in  pages  24  and  25  of  their  brief,  leaves  their 
argument^  unworthy  of  attention.  At  one  point  they 
state  they  had  doubt  about  the  location  of  the  build- 
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ings,  but  two  paragraphs  later  they  state  they  were 
justified  in  believing  that  they  bought  the  buildings 
as  a  part  of  the  Skirving  property.  Suffice  it  to  say, 
the  Superior  Court  found  that  they  knew  the  buildings 
were  not  included  in  that  sale  (R.  74,  75). 

4.  The  Stricken  Paragraph  in  the  Lower  Court's  Findings 

In  appellants'  struggle  to  justify  their  conversion, 
they  propose  on  page  25  of  their  brief  a  further  and 
yet  more  inconsistent  and  irrational  argument  to  the 
effect  that  appellants  "asserted  a  well-founded  claim 
to  the  structures"  because  there  was  a  discrepancy 
in  the  boundary  line  between  Tax  Lot  4  and  the  Skir- 
ving land.  Actually,  however,  the  location  of  the  exact 
boundary  line  between  the  two  properties  had  noth- 
ing to  do  with  appellants'  acquisition  of  the  buildings, 
for  the  simple  reason  that  they  knew  they  were  not 
included  in  the  sale. They  paid  only  $50.00  for  Tax  Lot 
4,  consisting  of  one  and  a  half  acres.  They  paid  only 
$1900.00  for  the  Skirving  land,  consisting  of  22  acres. 
It  is  ridiculous  to  argue  or  assume  that  any  struc- 
tures were  included  in  either  purchase. 

Yet,  appellants  on  pages  12  and  27  of  their  brief 
have  laid  great  stress  upon  the  fact  that  the  lower 
court  struck  out  a  sentence  in  the  findings  to  the  ef- 
fect that  at  the  time  of  the  purchase  of  Tax  Lot  4 
the  appellants  knew  it  was  worth  more  than  they  paid 
for  it,  and  also  knew  that  appellees  were  ignorant 
of  the  proceedings  pending  in  the  county  treasurer's 
office  for  the  purchase  (R.  72) 

After  all,  these  findings  were  immaterial  to  find- 
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ing  of  intentional  conversion  of  the  buildings.  The 
actual  foundation  for  the  conversion  was  laid  during 
the  negotiations  for  the  purchase  of  the  Skirving  prop- 
erty, not  at  the  time  of  the  negotiations  for  the  pur- 
chase of  Tax  Lot  4. 

On  page  27  of  appellants'  brief  they  complain  that 
the  referee  commented  in  his  decision  that  it  was 
logical  to  believe  that  when  appellants  negotiated  for 
the  purchase  of  Tax  Lot  4  they  believed  they  were 
buying  vacant  land,  and  not  land  and  buildings,  be- 
cause of  the  great  variance  between  the  $50  bid  and 
payment  for  the  tax  lot  and  the  $1000  value  on  the 
buildings  alone  (R.  8).  However,  this  comment  was 
a  natural  deduction  from  the  facts;  and  the  comment 
resulted  in  giving  appellants  the  benefit  of  honesty  and 
fair  dealing  with  the  treasurer,  to  which  they  were 
not  exactly  entitled,  in  view  of  the  Longfellow  letter 
(R.  64)  written  on  the  heels  of  the  purchase  asserting 
that  they  were  entitled  to  the  buildings,  either  because 
they  were  located  on  Tax  Lot  4  or  on  the  Skirving 
property. 

By  no  stretch  of  the  imagination  can  appellants 
claim,  as  they  do,  on  pages  27  and  28  of  their  brief 
that  the  referee  rested  his  decision  on  the  stricken 
words  of  the  lower  court,  for  he  had  the  whole  record 
before  him,  replete  with  statements  in  the  pleadings 
of  all  the  litigating  parties  and  the  findings  and  con- 
clusions, justifying  his  decision  that  appellants  had 
intentionally  converted  buildings  knowing  they  be- 
longed to  another. 

On  page  29  of  appellants'  brief  they  charge  that  the 
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referee  failed  to  grasp  the  facts  of  the  controversy 
because  he  stated  in  his  decision  (R.  15) : 

"••■  *  *  (the  structures)  *  *  *  were  considered 
and  known  to  all  the  parties,  including  the  bank- 
rupts, to  be  the  personal  property  of  the  judgment 
creditors  *  *  *." 

What  other  conclusion  could  any  intelligent  person 
reach? 

They  acquired  the  Skirving  property  on  January 
13,  1944  (R.  63). 

They  demanded  possesion  of  the  buildings  from  ap- 
pellants the  next  day,  January  lU,  1944  (R.  71). 

They  did  not  acquire  Tax  Lot  4  until  January  20, 
1944  (R.  71),  six  days  after  the  demand  has  been 
made. 

Their  alacrity  in  converting  the  property  clearly 
implies  that  they  knew  appellees  owned  it. 

If  they  had  not  known  the  property  belonged  to  the 
appellees,  why  did  they  demand  possession  from  them? 

Besides,  the  pleadings  and  findings  show  that  ap- 
pellants were  negotiating  for  both  parcels  of  property 
at  the  same  time,  and  they  were  intimately  acquainted 
with  appellees'  ownership  of  the  buildings  during  all 
the  negotiations.  The  lower  court  made  a  finding,  with- 
out objection  from  them,  that  appellees  had  collected 
rentals  on  the  buildings  for  the  two  months  following 
appellants'  purchase  of  both  parcels  of  land  (R.  76). 
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5.  The  Referee's  Inadvertence  in  Describing  Property 

On  pages  30  and  31  of  appellants'  brief,  appellants 
lay  great  stress  upon  a  purely  typographical  error  in 
a  portion  of  the  referee's  decision,  in  which  he  stated 
that  the  buildings  had  been  physically  removed  from 
the  place  they  were  originally  constructed  ''and  prob- 
ably mistakenly  placed  upon  Tax  Lot  4"   (R.  8). 

The  referee  had  a  clear  concept  of  all  the  facts. 
His  keen  analysis  and  understanding  of  the  issues  is 
indicated  throughout  his  entire  written  opinion.  It  is 
apparent  that  he  meant  to  say  "and  probably  mis- 
takenly placed  upon  another  portion  of  the  Skirving 
property."  A  reasonable,  fair-minded  perusal  of  the 
decision  would  lead  to  no  other  conclusion.  It  is  not 
worthy  of  the  dignity  of  the  court  to  pounce  upon  a 
patently  inadvertent  error  and  attempt  to  make  it  a 
major  argument  in  the  case. 

It  is  significant  that  appellants  took  no  notice  of  the 
inadvertence  when  the  findings  of  fact  and  conclu- 
sions of  law  were  presented  to  the  referee,  nor  did 
they  call  it  to  the  attention  of  the  District  Court  upon 
the  review. 

6.  The  District  Court's  Decision 

By  substracting  a  sentence  here  and  there  from  the 
district  court's  decision,  appellants  in  their  brief  on 
page  35  perceive  a  disposition  in  the  court  to  disagree 
with  the  referee.  This  they  claim  is  grounds  for  re- 
versal. 

When  the  decision  is  taken  as  a  whole,  the  total  is 
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in  complete  accord  with  the  referee.  The  court  said 

(R.  24) : 

"I  have  given  serious  consideration  to  the  rec- 
ords of  the  entire  bankruptcy  matter  and  to  the 
records  as  admitted  in  evidence  in  the  Superior 
Court  action  upon  v^hich  the  judgment  of  Mr.  and 
Mrs.  Jensen  'was  based.  I  have  also  given  serious 
consideration  to  the  respective  briefs  of  the  par- 
ties and  been  aided  by  the  oral  argument  which 
was  presented  to  me  in  August.  *  *  * 

''With  no  decisions  to  guide  my  course,  I  am 
inclined  to  believe  that  I  would  consider  the  lan- 
guage as  not  protecting  the  judgment  of  Mr.  and 
Mrs.  Jensen.  But  I  am  bound  and  controlled  by  a 
forest  of  authority.  The  weight  of  authority  is 
to  the  effect  that  those  simple  words  ('wilful  and 
malicious  injuries  to  the  person  or  property  of 
another'  appearing  in  the  bankruptcy  statute) 
include  intentional  conversion  of  the  kind  which 
Judge  Ronald  (the  Superior  Court  judge)  in  his 
findings  determined  occurred  on  the  part  of  the 
bankrupts  as  against  the  property  of  Mr.  and 
Mrs.  Jensen.  As  a  result,  I  feel  that  in  the  light 
of  the  authorities  which  control  me  I  must  sus- 
tain, and  therefore  I  do  sustain  the  decision  of  the 
referee.  (R.  25) 

"The  opinion  of  the  referee  as  found  in  the  files 
displays  that  sufficient  study  of  authorities  and 
consideration  of  the  findings  of  the  Superior 
Court  judge  as  make  unnecessary  any  substantial 
discourse  by  me.  (R.  25)   *  *  * 

"I  feel  I  have  no  right  to  go  further.  I  would 
not  be  justified  in  overruling  the  referee  by  vir- 
tue of  the  feeling  that  I  have  that  were  there  no 
decisions  controlling  me  that  my  opinion  might 
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be  different.  I  can  and  will  say  that  I  am  not 
absolutely  certain  that  the  referee  was  correct. 
However^  the  records  here,  the  arguments  and  the 
authorities  sufficiently  indicate  that  he  is  correct 
and  that  I  would  have  no  right  to  reverse  his  con- 
clusions. I  am  not  indicating  that  my  mind  is 
evenly  balanced  as  to  whether  or  not  the  referee 
is  correct.  Even  in  that  event  I  take  it  that  I 
should  allow  his  ruling  to  stand.  I  will  go  further 
and  say  that  I  think  it  considerably  more  prob- 
able that  he  is  right  than  that  he  is  mistaken. 
So,  of  course,  his  decision  is  sustained."  (R.  27) 
(Italics  ours) 

The  very  language  of  the  court  is  a  complete  answer 
to  the  cases  quoted  on  page  37  of  appellants'  brief. 
It  was  the  prerogative  of  the  District  Court  to  give 
whatever  weight  he  deemed  justified  to  the  referee's 
decision  upon  review.  The  fact  that  he  resolved  the 
points  of  law  and  the  facts  so  as  to  reach  the  same 
result  does  not  indicate  he  accorded  excessive  weight 
to  the  referee's  findings;  and  his  own  statements  above 
quoted  from  his  oral  decision  refutes  the  implication 
that  he  felt  bound  to  merely  follow  the  referee's  deci- 
sion. 

CONCLUSION 

Upon  the  facts  as  pleaded  and  proved  and  upon  the 
record  voluntarily  submitted  in  evidence  to  the  Bank- 
ruptcy Court  by  the  appellants  themselves,  the  bank- 
rupts intentionally  and  unlawfully  converted  the  prop- 
erty of  the  judgment  creditors. 

From  the  principles  laid  down  above  and  the  great 
volume  and  variety  of  cases  decided  in  many  jurisdic- 
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tions,  the  only  conclusion  which  can  be  reached  is 
that  the  judgment  debt  here  falls  within  the  exceptions 
of  Sec.  17(a)(2)  of  the  bankruptcy  act,  and  is  not 
discharged  by  the  bankruptcy  of  appellants. 

The  District  Court's  order  sustaining  the  referee's 
decision  to  this  effect  should  be  affirmed. 

Respectfully  submitted, 

Lady  Willie  Forbus, 

Attorney  for  Appellees. 


May  5,  1948. 
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SoREN  N.  Jensen  and  Anna  Jensen, 

Appellees. 

Appeal  from  the  United  States  District  Court 

FOR  THE  Western  District  of  Washington, 

Northern  Division 


REPLY  BRIEF  OF  APPELLANTS 


In  reply  to  the  answering  brief  of  appellees,  we 
will  more  fully  elaborate  on  the  law  as  applicable  to 
this  case,  and  then  show  that  the  conversion  involved 
here  was  not  a  ''wilful  and  malicious  injury  to  prop- 
erty" within  the  purview  of  the  Bankruptcy  Act. 

The  burden  of  proving  that  the  conversion  was  a 
wilful  and  malicious  injury  to  property  and  that 
therefore  the  judgment  based  upon  that  conversion 
was  not  discharged  in  bankruptcy  is  upon  the  ap- 
pellees. The  authority  for  this  proposition  was  set 
forth  in  appellants'  brief.  In  their  comment  upon  the 
question  of  the  burden  of  proof,  the  appellees  do  not 
deny  or  in  any  way  present  authority  contrary  to  this 
proposition.  We  take  it  that  it  is  then  admitted  that 


our  statement  of  the  law  on  this  point  is  correct  and 
that  no  further  comment  is  necessary. 

The  appellees  would  have  us  believe  that  an  "in- 
tentional conversion  is  a  wilful  and  malicious  injury 
to  the  property  of  another."  This  is  not  the  law!  We 
have  cited  in  appellants'  brief  the  leading  case  of 
Davis  V.  Aetna  Acceptance  Co.,  293  U.  S.  328,  331, 
332,  333,  55  Sup.  Ct.  151  (1934)  wherein  Mr.  Justice 
Cardozo,  speaking  for  the  Supreme  Court,  said: 

"There  is  no  doubt  that  an  act  of  conversion, 
if  wilful  and  malicious,  is  an  injury  to  property 
within  the  scope  of  this  exception.  *  *  *  But  a 
wilful  and  malicious  injury  does  not  follow  as 
of  course  from  every  act  of  conversion,  without 
reference  to  circumstances.  *  *  *  The  discharge 
will  prevail  as  against  a  showing  of  conversion 
without  aggravated  features." 

This  case  is  the  latest  expression  by  the  Supreme 
Court  of  the  United  States  of  the  law  with  respect 
to  the  dischargeability  in  bankruptcy  of  a  liability 
arising  from  a  conversion — the  law  which  covers  the 
instant  case.  We  have  in  addition  cited  in  appellants' 
brief  many  more  cases  which  follow  the  Davis  case, 
supra.  All  of  these  cases  are  authority  for  the  propo- 
sition that  a  conversion  without  aggravated  circum- 
stances is  not  a  wilful  and  malicious  injury;  they 
contrast  the  innocent  and  technical  conversion  with 
those  which  are  wilful  and  malicious.  The  fact  that 
a  conversation  is  intentional  does  not  per  se  make  it 
wilful  and  malicious.  Every  act  which  constitutes  a 
conversion  must  be  intentional,  otherwise  it  would 
never  be  done.    The  test  should  be — was  the  intent 


wrongful,  wilful,  and  malicious?  The  case  of  Brown 
V.  Gareij,  267  N.Y.  167,  196  N.E.  12  (1935),  cited 
in  appellants'  brief,  states: 

"Since  a  wrongful  intent  is  not  an  essential 

element  of  conversion,  an  act  of  dominion  done 

under  mistake  or  misapprehension,  and  without 

conscious   intent  to  violate  right  or  authority, 

may  yet  be  a  conversion;  but  it  is  not  a  wilful 

and  malicious  conversion." 

The  many  cases  cited  by  the  appellants'  in  their  brief 

are  not  discussed  or  distinguished  by  the  appellees 

in  their  brief.   We  shall,  therefore,  make  no  further 

comment  on  these  cases,  but  proceed  with  an  analysis 

of  the  cases  presented  by  the  appellees  in  their  brief. 

The  appellees  rely  on  Tinker  v.  Colwell,  193  U.S. 
473,. 24  Sup.  Ct.  505  (1904),  In  re  Freche  (D.C. 
N.J.)  109  Fed.  620  (1901),  and  many  others  later 
to  be  discussed.  These  cases,  which  are  the  "forest 
of  authority"  erroneously  relied  upon  by  the  Referee 
in  Bankruptcy  and  by  the  District  Court,  are  not 
authority  for  the  narrow  point  of  law  involved  in 
the  instant  case. 

In  Re  Freche,  supra,  involved  the  seduction  by  the 
judgment  debtor  of  the  plaintiff's  daughter.  Tinker 
V.  Colwell,  supra,  involved  the  criminal  conversation 
of  the  judgment  debtor  with  the  plaintiff's  wife.  In 
both  cases,  the  main  issue  was  whether  or  not  actual 
malice  toward  the  plaintiff  must  be  shown  to  bring 
the  injury  under  the  scope  of  Section  17  (a)  (2)  ex- 
cepting the  judgment  from  the  discharge  of  the  Bank- 
ruptcy Act.  In  both  cases,  it  was  held  that  because 
of  the  unconscionable  character  of  the  act  involved, 
malice  toward  the  plaintiff  would  be  inferred.    It  is 


interesting  to  note  that  a  subsequent  amendment  to 
the  Bankruptcy  Act  now  specifically  excepts  from 
the  operation  of  a  discharge  in  bankruptcy  "liabilities 
for  the  seduction  of  an  unmarried  female  or  for 
criminal  conversation."  (Bankruptcy  Act,  Sec.  17  (a) 
(2).) 

The  question  of  whether  or  not  a  judgment  for  con- 
version was  a  ''liability  for  wilful  and  malicious 
injury  to  property"  was  first  presented  to  the  Supreme 
Court  of  the  United  States  in  Mclntyre  v.  Kavanaugh, 
242  U.S.  138,  37  Sup.  Ct.  38  (1916).  In  that  case,  the 
Supreme  Court  held  that  a  finding  by  the  lower 
Court  of  'Svilful  and  malicious  injury  to  property" 
brought  this  judgment  for  conversion  within  the 
exception  to  the  discharge  of  the  Bankruptcy  Act. 
An  examination  of  the  cases  following  the  Mclntyre 
case,  supra,  seems  to  indicate  that  some  courts  con- 
strued the  mandate  of  that  case  to  except  all  liabilities 
arising  from  a  conversion  from  the  operation  of  a 
discharge  in  bankruptcy.  It  was,  no  doubt,  to  correct 
this  false  impression  and  to  prevent  judicial  inroads 
into  the  protection  of  debtors  which  the  legislature 
intended  in  the  enactment  of  the  Bankruptcy  Act  that 
the  Supreme  Court  of  the  United  States  heard  the 
Davis  case,  supra,  and  announced  that  a  "wilful  and 
malicious  injury  does  not  follow  as  of  course  from 
every  act  of  conversion."  We  contend  that  since  the 
instant  case  involves  a  liability  arising  from  a  con- 
version, the  law  applicable  thereto  is  the  Davis  case, 
supra,  and  the  cases  decided  in  reliance  thereon,  and 
therefore  that  the  law  on  the  issue  here  involved  is 
this:    The  fact  of  a  conversion  is  not  conclusive.  We 


must  look  to  the  record  behind  the  judgment  for  the 
conversion.  If  the  record  shows  a  wilful  and  malicious 
injury  to  property,  then  the  judgment  will  not  be 
discharged,  but  if  the  record  fails  to  show  a  wilful 
and  malicious  injury,  and  it  must  be  remembered 
that  the  burden  is  on  the  judgment  creditor  to  show 
wilfulness  and  malice,  then  the  debt  must  be  dis- 
charged. 

Let  us  consider  the  cases  which  appellees  cite  to 
support  their  argument.  First  cited  are  Tinker  v. 
Colwell,  supra,  In  re  Freche,  supra,  and  Mclntyre  v. 
Kavanaugh,  supra.  The  latter  case,  as  qualified  by 
the  Davis  case,  supra,  is  now  the  law  of  the  land  with 
respect  to  the  issue  here  involved.  Since  the  Tinker 
and  Freche  cases,  supra,  are  not  similar  to  the  instant 
case  on  their  facts,  those  cases  are  not  controlling, 
and  when  as  here  we  have  a  pronouncement  by  the 
United  States  Supreme  Court  in  a  case  "on  all  fours" 
with  the  instant  case,  authority  from  analagous  cases 
such  as  Tinker  v.  Colwell  and  In  re  Freche,  supra, 
should  be  irrelevant. 

The  case  of  Mclntyre  v.  Kavan/iugh,  supra,  was 
distinguished  by  Mr.  Justice  Cardoza  when  he  said 
in  the  Davis  case,  supra,  that: 

"There  is  no  doubt  that  an  act  of  conversion, 
if  wilful  and  malicious,  is  an  injury  to  property 
within  the  scope  of  this  exception.  Such  a  case 
was  Mclntyre  v.  Kavanaugh,  242  U.S.  138,  where 
the  wrong  was  unexcused  and  wanton." 

In  that  case  {Mclntyre)  the  record  showed  that 
the  trial  court  had  found  that  the  judgment  debtor 
had  "committed  wilful  and  malicious  injury  to  the 


6 

property  of  the  plaintiff."  No  such  finding  was  present 
in  the  Davis  case,  supra,  or  in  the  instant  case.  Be- 
cause of  that  factual  difference,  Mr.  Justice  Cardoza 
was  able  to  distinguish  the  two  cases. 

Appellee  next  considers  Bever  v.  Swecker,  138  la. 
728,  116  N.W.  704  (1908).  This  authority  antedates 
the  leading  case  on  this  issue,  the  Davis  case,  supra, 
by  26  years.  But  more  important,  a  close  inspection 
of  the  case  will  show  that  the  facts  are  not  similar 
to  the  instant  case.  The  Supreme  Court  of  Iowa 
stated  in  its  opinion : 

"The  action  of  trover  proceeded  on  the  fiction 
that  the  defendant  found  the  property  and  there- 
after converted  it  to  his  own  use,  and  generally 
was  brought  where  the  defendant  came  into 
possession  of  the  property  rightfully.  *   *   * 

"The  action  of  trespass,  involved  the  idea  of 
the  violation  of  a  possessory  right,  as  well  as 
forceful  damage." 

"The  action  which  resulted  in  the  judgment 
in  this  case  was  not  case  of  trover,  but  purely 
trespass.  *  *  *"  (Italics  ours.) 

Thus  the  Supreme  Court  did  not  regard  this  as  a 
judgment  for  conversion,  but  purely  trespass.  This 
authority  should  not  be  of  great  weight  here  where 
the  judgment  was  for  conversion. 

Greenfield  v.  Tucillo,  192  F.(2d)  854,  49  A.B.R. 
(N.S.)  529,  (CCA  2,  1942)  cited  by  appellees  in- 
volved the  issue  of  whether  or  not  a  judgment  against 
the  debtor  for  negligent  driving  was  dischargeable 
in  bankruptcy.  Judge  Augustus  Hand,  speaking  for 
the  court  said: 


"It  is  true  that  the  bankrupt  was,  on  his  own 
confession,  convicted  of  violating  *  *  *  (Penal 
Law)  *  *  *  by  operating  his  automobile  ^in  a 
reckless  or  culpably  negligent  manner.'  But  this 
is  not  conclusive  proof  that  he  had  incurred 
civil  liability  to  the  objecting  creditor  for  'wilful 
and  malicious  injuries.  *  *  *' 

"Under  the  circumstances  disclosed  we  cannot 

say  whether  the  claims  might  not  be  barred  by 

a  discharge.  *  *  *  We  think  that  the  issues  of 

fact  should  be  tried  out  in  the  state  court  after 

the  determination  of  the  discharge." 

This  case  is  not  authority  that  should  control  in  the 

instant  case  because  the  facts  are  entirely  different. 

Further,    because   the   record    failed   to    show   with 

sufficient  clarity  circumstances  from  which  a  "wilful 

and  malicious  injury"  could  be  predicated,  the  case 

was  sent  back  to  the  trial  court  for  a  determination 

of  this  issue  whenever  the  discharge  should  be  pleaded 

to  prevent  enforcement  of  the  judgment. 

The  brief  of  appellees  continues  with  the  "follow- 
ing well  known  cases  involving  many  types  of  con- 
version." 

An  examination  of  Matter  of  Binsky,  24  A.B.R. 
(N.S.)  496  (D.C.  S.D.  N.Y.  1934),  Matter  of  Gum- 
hinsky,  8  F.  Supp.  601,  26  A.B.R.  (N.S.)  436  (D.C. 
W.D.  N.Y.  1934),  In  re  Keeler,  243  Fed.  770,  40 
A.B.R.  231  (D.C.  N.D.  N.Y.  1917),  Covington  v. 
Rosenbusch,  42  A.B.R.  400  (S.C.  Ga.  1918),  In  re 
Nordlight,  3  F.  Supp.  486,  22  A.B.R.  (N.S.)  481  (D.C. 
S.D.  N.Y.  1933),  Van  Eps  v.  Aufdemkamp,  32  P.  (2d) 
1116  (D.C.  of  App.,  2d  Dist.  Cal.  1934),  Smith  v, 
Ladrie,   129   Atl.   302    (S.C.   Vt.   1925),  and   In  re 
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Frmiks,  17  A.B.R.  (N.S.)  304  (D.C.  W.D.  Pa.  1931), 
indicates  that  they  all  rely  heavily  upon  the  Mclntyre 
case,  supra,  that  a  conversion  can  be  a  wilful  and 
malicious  injury  to  property  within  the  purview  of 
Section  17  (a)  (2)  of  the  Bankruptcy  Act,  without  a 
full  discussion  of  the  circumstances  surrounding  the 
conversion.  As  we  have  earlier  suggested,  this  prac- 
tice by  the  courts  was  no  doubt  an  important  factor 
which  caused  the  Supreme  Court  of  the  United  States 
to  review  the  whole  question  and  qualify  the  Mclntyre 
case,  supra,  by  the  doctrine  of  the  Davis  case,  supra. 
The  above  cited  cases  are  not  of  great  importance 
following  this  latter  case. 

Other  cases  cited  by  the  appellees  give  a  fuller  dis- 
cussion of  the  issue  here  involved.  In  re  Stenger,  283 
Fed.  419,  49  A.B.R.  224  (D.C.  Mich.  1922)  involved 
a  judgment  debtor  who  had  converted  funds  belong- 
ing to  the  insurance  company  which  he  represented — 
a  taking  which  was  felonious  in  nature.  That  fact 
should  distinguish  those  circumstances  from  the 
instant  case.  Similarly,  in  Baker  v.  Bryant  Fertilizer 
Co.,  271  Fed.  473,  46  A.B.R.  579  (CCA.  4  1921), 
the  judgment  debtor  had  used  funds  which  he  col- 
lected on  his  principal's  account  for  cotton  specula- 
tion. Here  again  we  have  a  deliberate  conversion 
against  the  known  right  of  the  principal  to  receive 
immediate  payment. 

In  the  case  of  Ex  parte  Goldstein,  30  F.  Supp.  443 
(D.C  S.D.  N.Y.  1939)  a  finding  of  ''unlawful  and 
wilful"  injury  to  the  property  of  plaintiff  was  held  to 
be  a  'Vilful  and  malicious"  injury  to  property  within 
the  scope  of  the  Bankruptcy  Act,  Sec.  17  (a)  (2).  The 


court  held  that  the  record  from  the  trial  court  on  this 
issue  was  binding.  So  also  was  Matter  of  Buzas, 
58  F.  Supp.  717  (D.C.  N.D.  Col.  1944)  and  In  re 
Blaitweiss,  23  N.Y.S.(2d)  907  (City  Ct.  of  N.Y. 
Queens  County  1940)  where  findings  tantamount  to  a 
wilful  and  malicious  injury  were  made  by  the  trial 
court.  The  record  in  the  instant  case  shows  a  finding 
of  conversion — no  aggravated  features  are  mentioned. 
These  cited  cases  are  not  applicable  here  because  of 
this  factual  difference. 

Probst  V.  Jones,  247  N.W.  779,  is  cited  by  the 
appellees.  A  later  Michigan  case,  Continental  Live 
Stock  Co.  V.  King,  283  Mich.  495,  278  N.W.  661 
(1938)^  relying  upon  the  Davis  case,  supra,  as  its 
authority  states: 

''Appellant  in  support  of  its  contention  that 
the  sale  of  its  property  by  defendant  in  the 
instant  case  constituted  a  wilful  and  malicious 
injury  within  the  terms  of  the  bankruptcy  statute 
cites  and  relies  upon  Probst  v.  Jones,  262  Mich. 
678,  247  N.W.  779.  However  it  must  be  borne 
in  mind  that  the  court  found  in  the  cited  case 
that  'defendant  did  not  act  in  good  faith.'  The 
finding  in  the  instant  case  is  directly  to  the 
contrary,  and  in  consequence  thereof  the  law 
of  the  Probst  case  is  not  here  applicable." 

Since  there  is  no  finding  of  bad  faith  in  the  instant 
case,  the  Probst  case,  supra,  should  be  likewise  in- 
applicable here. 

In  Woelfle  v.  Giles,  184  S.W.(2d)  177  (S.C.  Tann. 
1945),  cited  by  appellees,  the  court  relying  upon  the 
Davis  case,  supra,  held  that  the  judgment  for  con- 
version was  dischargeable  in  bankruptcy  because  it 


10 

was  "innocent  and  technical"  to  be  distinguished 
from  the  Mclntyre  case,  supra,  where  the  conversion 
was  so  ''unexcused  and  wanton"  that  it  was  clearly 
criminal.  There  is  nothing  in  the  Woelfle  case,  supra, 
inconsistent  with  the  status  of  the  law  for  which 
appellants  are  contending. 

Appellees  also  cite  In  re  Stark,  18  A.B.R.  (N.S.) 
278,  Globe  Indemnity  Co.  v.  Gronskov,  246  Wis.  87 
16  N.W.(2d)  437  (1944),  Weeks  v.  Stretcher,  58 
N.E.(2d)  415  (Ct.  of  App.  of  Ohio,  Lucas  County 
1943),  and  Matter  of  Minsky,  46  F.  Supp.  104  (D.C. 
N.Y.  1942).  Since  these  cases  do  not  involve  a  con- 
version, as  authority  for  the  instant  case  they  are 
not  in  point. 

A  careful  examination  of  all  the  cases  cited  by 
appellees  shows  no  authority  which  indicates  that  the 
status  of  the  law  on  this  issue  is  different  from  that 
set  forth  by  appellants.  If  we  may  repeat,  the  law  ap- 
plicable here  is  this:  A  wilful  and  malicious  injury 
does  not  follow  as  of  course  from  every  act  of  con- 
version without  reference  to  the  circumstances.  To 
determine  whether  or  not  there  is  a  wilful  and 
malicious  injury,  resort  must  be  had  to  the  record. 
And  the  burden  rests  upon  the  appellee  to  show  wil- 
fulness and  malice. 

Turning  now  to  a  consideration  of  the  circum- 
stances of  the  conversion  in  the  instant  case  to  deter- 
mine whether  or  not  it  was  a  "wilful  and  malicious" 
injury  to  property,  we  are,  as  a  matter  of  law,  con- 
fined to  a  consideration  of  those  circumstances  as 
presented  by  the  record  from  the  trial  court. 
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Examining  first  the  conclusions  of  law  of  the  trial 
court  we  find :  'That  the  defendants,  Clarence  A.  Rees 
and  Evelyn  E.  Rees,  his  wife,  have  converted  personal 
property.  *  *  *"  (Italics  ours)  No  mention  is  made 
of  a  wilful  or  unlawful  or  a  malicious  conversion. 
We  must  then  look  further  to  the  pleadings  and  to 
the  Findings  of  Fact  to  see  if  we  find  circumstances 
upon  which  to  predicate  wilfulness  and  malice. 

It  is  contended  by  appellees  in  their  argument  that 
"the  issue  of  unlawful,  intentional  conversion  was 
placed  squarely  before  the  court"  by  the  allegations 
of  the  second  cause  of  action  in  appellees'  Amended 
Complaint.  The  appellees'  second  cause  of  action 
alleged  facts  calculated  to  show  adverse  possession 
of  the  north  65  feet  of  the  Skirving  property  for  the 
prescriptive  period  by  the  appellees.  As  a  part  of 
this  second  cause,  and  the  only  part  that  could  con- 
ceivably be  the  pleading  of  the  issue  of  conversion 
which  appellees  contend  appears  in  their  complaint, 
the  appellees  allege  that  the  improvements  on  the 
land  were  no  part  of  the  consideration  paid  for  the 
Skirving  property.  They  further  allege  that  they 
have  been  wrongfully  denied  the  use  and  income  of 
the  property — referring  to  the  realty  that  they 
described  previously  to  which  realty  they  want  title 
quieted  in  the  appellees  by  reason  of  their  adverse 
possession.  This  contention  that  they  have  by  these 
allegations  stated  a  cause  of  action  for  conversion  is 
without  merit.  But  even  if  it  does  allege  a  conversion, 
there  is  no  allegation  of  wilfulness  and  malice  and 
more  important,  no  facts  appear  in  the  record  upon 
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which  such  a  finding  of  wilfulness  and  malice  can 
be  predicated. 

Appellees  argue  that  the  allegations  set  forth  in 
the  preceding  paragraph  were  admitted  by  the  ap- 
pellants. The  record  does  not  so  indicate!  The  ap- 
pellants alleged  by  way  of  an  affirmative  defense 
that  a  sale  of  the  Skirving  property  "was  consumated, 
the  property  being  described  by  a  metes  and  bounds 
description  and  including  appurtetiances."  This  alle- 
gation is  a  denial  of  appellees'  allegation  that  ''said 
improvements  were  no  part  of  the  consideration  of 
said  sale."  With  respect  to  appellees'  contention  that 
they  have  been  wrongfully  denied  the  use  of  their 
property,  the  appellants  claimed  both  tracts  as  owners 
of  the  fee.  The  trial  court  recognized  this  as  a  proper 
claim  when  it  refused  to  quiet  title  in  appellees  to  any 
of  the  realty  involved  in  the  suit  below.  This  allega- 
tion of  the  purchase  of  the  appurtenances  and  an 
assertion  of  their,  appellants',  ownership  of  the  land 
and  appurtenances  is  certainly  a  denial  of  appellees' 
allegations. 

When  the  trial  court  denied  the  appellees'  claim 
to  tax  lot  4  and  to  the  north  65  feet  of  the  Skirving 
property  and  then  went  on  from  there  to  announce 
the  conversion  and  judgment  therefore,  the  appellants 
were  completely  surprised.  The  real  estate  contract 
between  Cora  Skirving  and  appellants  (R.  61-63) 
upon  which  appellants  based  their  claim  to  the  Skirv- 
ing property  refers  to  the  buildings  (for  insurance 
purposes)  and  then  goes  on  to  include  the  appurte- 
nances. The  finding  of  the  trial  court  that: 
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*'*  *  *  at  the  time  of  her  sale  of  said  property 
to  the  defendants,  Clarence  A.  Rees  and  wife, 
said  structures  were  not  included  in  the  sale 
and  no  consideration  was  given  for  them,  or 
either  of  them.    That  the  defendants  Rees  and 
wife  never  at  any  time  believe  they  were  pur- 
chasing said  structures,  or  either  of  them,  hav- 
ing been  advised  at  the  time  of  their  purchase 
that  the  buildings  were  no  part  of  the  property 
purchased." 
is  in   direct  contradiction   to   the   above   mentioned 
contract  of  sale  reduced  to  and  evidenced  by  the  writ- 
ing introduced  into  the  record.    This  point  is  made, 
not  to  criticize  the  trial  court  for  what  seems  to  be 
an  unwarranted  conclusion,   but  to   show  that  the 
conduct  of  the  appellants  in  asserting  ownership  to 
land  and  appurtenances  under  a  contract  for  the 
purchase   of  same   was   eminently   reasonable,   that 
such  conduct  was  not  wilful  or  malicious  within  the 
meaning  of  the  Bankruptcy  Act. 

Examining  the  Findings  of  Fact  to  see  what  light 
they  throw  on  the  issue  of  a  wilful  and  malicious 
injury  we  see  that  the  trial  court  found,  inter  alia, 
the  following  pertinent  facts: 

"That  at  said  time  it  was  the  general  belief 
of  both  plaintiffs  (appellees)  and  the  defendant 
Skirving  that  the  north  65  feet  belonged  to  tax 
Lot  4,  and  said  defendant  agreed  that  said 
buildings  might  be  permanently  located  at  the 
place  of  removal  under  that  belief. 

"*  *  *  and  that  at  the  time  of  her  sale  of 
said  property  to  the  defendants,  Clarence  A. 
Rees  and  wife,  said  structures  were  not  in- 
cluded  in   the   sale   and   no   consideration   was 
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given  for  them,  or  either  of  them.  That  the 
defendants  Rees  and  wife  never  at  any  time  be- 
lieved they  were  purchasing  said  structures,  or 
either  of  them,  having  been  advised  at  the  time 
of  their  purchase  that  the  buildings  were  no 
part  of  the  property  purchased." 

Appellants  are  by  these  findings  charged  with  notice 
that  the  appurtenances  were  not  conveyed  with  the 
deed  to  the  Skirving  property  despite  the  fact  that 
the  contract  of  sale  purported  to  convey  the  ap- 
purtenances. Yet  these  findings  do  not,  nor  does 
any  other  finding,  show  that  the  appellants  knew  that 
they  did  not  own  the  appurtenances.  As  appellants 
stated  in  their  brief,  it  was  the  belief  of  all  parties 
to  this  litigation  that  the  buildings  were  on  Tax  lot  4. 
There  is  no  finding  that  appellants  knew  that  the 
buildings  were  on  the  Skirving  property.  There  is 
no  finding  that  the  appellants  could  not  have  reason- 
ably believed  that  the  buildings  were  on  Tax  lot  4; 
further  the  trial  court  specifically  refused  to  find  that 
"at  the  time  of  the  purchase  of  said  property  the 
defendants  Rees  and  wife  knew  the  value  of  said 
property  was  greatly  in  excess  of  the  amount  paid." 
There  is,  then,  nothing  in  the  record  inconsistent  with 
the  theory  that  the  appellants  purchased  Tax  lot  4 
believing  that  the  buildings  were  located  thereon  and 
that  the  assertion  of  ownership  to  the  buildings  was 
because  of  the  reasonable  belief  that  they  owned 
them. 

It  is  easy  by  hindsight,  when  the  spotlight  of  in- 
vestigation has  been  put  upon  a  particular  set  of 
circumstances  during  the  course  of  litigation,  to  grasp 
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at  particular  events  and  say:  "They  point  to  wilful- 
ness and  malice."  But  the  proper  question  to  which 
our  minds  here  should  be  addressed  is  this:  In  the 
light  of  the  circumstances  attending  the  assertion  by 
the  appellants  of  their  ownership  of  the  land  and 
appurtenances  here  in  question,  was  this  act  done 
under  the  belief  that  they  owned  said  appurtenances, 
which  belief  was  eminently  reasonable  in  view  of  the 
situation  as  it  was  then  presented  to  them,  or  was 
it  a  wilful  and  malicious  taking  of  property  which 
they  well  knew  they  did  not  own? 

Let  us  set  forth  the  circumstances  attending  the 
conversion  here  in  question.  The  appellants  desired 
to  purchase  the  tract  of  land  consisting  of  Tax  lot  4 
and  the  Skirving  property.  When  this  purchase  was 
arranged  for,  appellants  notified  (R.  64-65)  the  ap- 
pellees to  vacate  Tax  lot  4.  In  this  notice  (R.  64-65), 
it  was  stated: 

'There  is  a  dwelling  house  located  in  part, 
possibly,  upon  this  property,  but  Mr.  Rees  has 
purchased  other  real  estate  joining  this,  and 
consequently  is  entitled  to  the  dwelling  house 
regardless  of  whether  the  same  is  located  upon 
the  real  estate  hereinabove  described,  or  upon  the 
other  tract  of  real  estate  which  has  been  pur- 
chased by  Mr.  Rees." 

Shortly  thereafter,  appellees  commenced  a  suit 
against  the  appellants  to  quiet  title  in  appellees  to 
Tax  lot  4  on  the  ground  of  equitable  frustration ;  this 
suit  was  commenced  because  they  no  doubt  believed 
that  the  buildings  were  on  Tax  lot  4.  If  they  so 
believed,  how  then  can  they  argue  that  it  was  un- 
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reasonable  for  the  appellants  to  believe  that  the  build- 
ings were  on  Tax  lot  4  and  that  they,  appellants,  had 
received  the  buildings  with  the  conveyance  from 
King  County?  As  before  stated,  the  trial  court  by 
refusing  to  make  a  finding  tantamount  to  knowledge 
that  the  buildings  were  not  conveyed  with  the  deed 
to  Tax  lot  4,  admits  the  reasonableness  of  appellants' 
belief  in  this  respect. 

The  next  step  came  after  appellants  discovered  by 
means  of  a  survey  that  the  buildings  were  in  fact 
upon  the  Skirving  property.  Thereupon  the  appellees 
amended  their  complaint  to  include  a  second  cause 
of  action  alleging  facts  calculated  to  show  adverse 
possession  by  appellees  of  the  north  65  feet  of  the 
Skirving  property.  Appellees  were  still  proceeding, 
apparently,  on  the  theory  that  the  buildings  are  fix- 
tures and  go  with  the  land.  It  was  after  the  trial 
court  had  refused  to  quiet  title  in  the  appellees  to 
either  tract  that  they,  appellees,  met  the  fortuitous 
circumstance  which  has  continued  this  litigation.  The 
trial  court  found  a  conversion!  Then  the  appellees 
go  back  to  their  pleadings  to  try  to  show  that  they 
have  always  considered  the  appurtenances  as  person- 
alty. Appellees  are  now  trying  to  show,  when  we 
have  the  benefit  of  the  trial  court's  decision  before  us, 
that  the  act  of  the  appellants,  in  asserting  a  claim 
to  property  which  they  reasonably  believed  was  their 
own,  was  a  wilful  and  malicious  injury  to  property. 
They  point  out  several  circumstances  which,  they 
contend,  show  a  wilful  and  intentional  conversion. 
In  our  opinion,  they  have  pointed  to  nothing  in  the 
record  which  is  inconsistent  with  our  contention  that 
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the  appellants  were  here  acting  in  pursuance  of  a 
property  right  which  they  honestly  and  reasonably 
believed  they  had. 

We  l)elieve  that  a  comparison  of  the  facts  of  this 
case  with  those  of  the  cases  cited  in  appellants'  brief, 
cases  which  appellees  have  tried  neither  to  refute  nor 
to  distinguish,  will  lead  the  court  to  conclude,  as  we 
do,  that  the  record  here  does  not  show  a  wilful  and 
malicious  injury  to  property  which  excepts  this  lia- 
bility from  the  operation  of  discharge  in  bankruptcy. 

We  content  therefore  that  the  appellees  have  not 
met  their  burden  of  proving  this  act  to  be  a  wilful 
and  malicious  injury  to  property. 

Respectfully  submitted, 

CoLviN  &  Williams, 

Attorneys  for  Appellants, 

David  J.  Williams, 
Mary  E.  Burrus, 
of  Counsel. 

Central  Building, 
Seattle  4,  Washington. 
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In  the  Superior  Court  of  the  State  of  California, 
in  and   for  the   County  of   Contra   Costa 

No.  38263 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  copartners 
doing  business  under  the  fictitious  firm  name 
and  style  of  TECHNICAL  PORCELAIN  & 
CHINAWARE  COMPANY, 

Plaintiffs, 

vs. 

MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  corporation. 

Defendant. 

COMPLAINT 

The  plaintiffs  complain  of  the  defendant,  and 
for  cause  of  action  allege: 

I. 

That  the  defendant,  Merchants  Fire  Assurance 
Corporation  of  New  York,  a  corporation,  at  all 
times  herein  mentioned  was,  and  now  is,  a  corpora- 
tion organized  and  existing  under  and  by  virtue 
of  the  laws  of  the  State  of  New  York,  and  was 
authorized  and  empowered  to  engage  in  the  busi- 
ness of  insurance  of  pro])erty  against  the  risk  of 
fire,  amongst  other  perils,  in  the  State  of  Cali- 
fornia. 

II. 

That  the  Technical  Porcelain  &  Chinaware  Com- 
pany, Inc.,  a  corporation  (the  original  insured  un- 
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der  the  policy  hereinafter  [1""]  mentioned)  was  the 
owner  of  a  parcel  of  real  property  situated  in  the 
City  of  El  Cerrito,  County  of  Contra  Costa,  State 
of  California,  improved  with  a  building  and  which 
said  property  was  being  operated  as  a  porcelain 
and  chinaware  manufacturing  concern  by  said 
original  insured,  and  that  said  building  contained 
machinery  and  equipment,  moulds,  fire-fighting 
equipment,  stores  and  supplies,  stock,  raw  materials 
and  other  types  of  personal  property  at  the  time 
of  its  insurance  and  destruction  by  fire,  as  herein- 
after mentioned. 

III. 

That  on  the  26th  day  of  June,  1944,  in  considera- 
tion of  the  payment  by  Technical  Porcelain  & 
Chinaware  Company,  Inc.,  a  corporation,  to  the 
defendant  of  the  premium  of  $427.50,  said  defend- 
ant made  its  policy  of  insurance  in  writing,  wherein 
and  whereby  said  defendant  agreed  to  insure  the 
Technical  Porcelain  &  Chinaware  Company,  Inc., 
against  the  risk  of  loss  by  fire  in  the  amount  of 
$15,000.00  on  all  property  of  every  kind  and 
description,  both  real  and  personal,  including  build- 
ings, together  with  all  of  their  contents  of  what- 
ever nature  appurtenant  to  the  business  of  the 
assured,  (excluding,  however,  motor  vehicles,  ac- 
counts, bills,  currency,  evidences  of  debt  or  owner- 
ship of  other  documents,  money,  notes  or  securities) 
including  all  property  on  which  by  the  printed  con- 
ditions of  said  policy,  it  is  required  that  liability 
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be  specifically  assumed,  owned  by  said  insured  or 
held  by  it  in  trust  or  on  commission,  or  sold,  but 
not  removed,  for  which  said  assured  may  be  re- 
sponsible, and  all  while  contained  in  and/or  on 
the  premises  owned  and  operated  by  said  insured, 
and  while  in  and/or  on  sidewalks,  yards  and  open 
spaces,  provided  such  property  be  located  within  50 
feet  of  said  premises  and  while  in  and/or  on  cars 
and/or  vehicles  within  300  ft.  of  the  premises  sit- 
uated on  the  east  side  of  Kearney  Street,  between 
Schmidt  and  Manila  Avenues,  and  on  the  premises 
across  the  street  on  the  north  side  of  Manila  [2] 
between  Kearney  and  Liberty  Streets,  in  El  Cer- 
rito,  California. 

IV. 
That  on  or  about  the  15th  day  of  December,  1944, 
with  the  consent  of  the  defendant  in  writing  en- 
dorsed on  said  policy,  the  said  Technical  Porcelain 
&  Chinaware  Co.,  Inc.,  a  corporation,  sold,  assigned 
and  conveyed  to  the  plaintiff  its  interest  in  the 
property  hereinbefore  referred  to  and  in  said  policy 
of  insurance. 

y. 

That  on  or  prior  to  the  15th  day  of  December, 
1944,  Antone  A.  Pagliero  and  John  B.  Pagliero 
and  Arthur  J.  Pagliero  had  formed  a  copartner- 
ship for  the  purpose  of  taking  over  the  assets  of 
the  Technical  Porcelain  &  Chinaware  Company, 
Inc.,  and  ever  since  December  15,  1944,  Antone  A. 
Pagliero  and  John  B.  Pagliero  and  Arthur  J. 
Pagliero  have  been  conducting  said  porcelain  and 
chinaware   manufacturing   concern   under   the   fie- 
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titious  firm  name  and  style  of  Technical  Porcelain 
&  Chinaware  Company,  and  that  plaintiffs  have 
heretofore  filed  with  the  Comity  Clerk  of  the  Comity 
of  Contra  Costa,  State  of  California,  their  busi- 
ness certificate  showing  the  ownership  of  such  busi- 
ness after  due  publication  thereof  once  a  week  for 
four  successive  wrecks  in  a  newspaper  published 
in  said  county  in  the  manner  required  by  Sections 
2466  and  2468  of  the  Civil  Code  of  the  State  of 
California. 

VI. 

That  on  or  about  the  22nd  day  of  May  1946,  the 
said  property  herein  referred  to  was  partially  de- 
stroyed by  fire.  That  plaintiff  was  damaged  there- 
by in  the  amount  of  $464,051.31;  that  at  the  time 
of  said  fire  there  Avas  in  full  force  and  effect  various 
policies  of  fire  insurance  with  various  fire  insurance 
companies,  including  the  defendant,  in  the  total 
sum  of  $315,000.00;  that  by  reason  of  the  90  per 
cent,  co-insurance  clause  contained  in  all  of  said 
policies,  including  the  policy  of  the  defendant, 
plaintiff  became  entitled  to  the  sum  of  $12,974.35 
from  the  defendant.  [3] 

VII. 

That  after  said  fire  and  prior  to  July  21,  1946, 
the  defendant  denied  liability  on  said  policy  of 
insurance,  and  thereby  waived  the  benefits  of  the 
terms  of  said  written  policy  of  insurance  requiring 
that  proof  of  loss  be  made  mthin  sixty  (60)  days 
after  the  commencement  of  the  fire,  and  said  plain- 
tiffs have  otherwise  duly  performed  all  conditions 
of  said  policy  on  its  part. 
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VIII. 

That  said  defendant  has  not  paid  the  said  loss, 
nor  any  part  thereof,  and  said  amount  of  $12,974.35 
is  now  due  and  owing  from  defendant  to  plaintiff. 

IX. 

That  the  said  contract  of  insurance  hereinabove 
referred  to  in  paragraph  III,  was  made  and  entered 
into,  and  was  and  is  to  be  performed  in  the  County 
of  Contra  Costa,  State  of  California;  that  the  obli- 
gation of  said  defendant,  and  its  liability  arising 
out  of  said  contract  of  insurance,  arose  in  said 
County  of  Contra  Costa,  State  of  California. 

X. 

The  Mechanic's  Bank  of  Richmond,  is  named  in 
said  written  policy  of  insurance  under  the  "Lend- 
er's Loss  Payable  Endorsement"  as  a  payee;  that 
on  October  18,  1946,  said  Mechanic's  Bank  of  Rich- 
mond executed  and  delivered  to  plaintiff  a  written 
assignment  of  all  rights  of  said  lender  payee  under 
said  policy. 

Wherefore,  plaintiffs  pray  judgment  against  de- 
fendant in  the  sum  of  $12,974.35,  with  interest  from 
the  date  of  said  fire,  costs  incurred  herein,  and  for 
such  other  and  further  relief  as  to  the  Court  may 
seem  meet  and  proper  in  the  premises. 

HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Plaintiffs. 
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State  of  California, 

County  of  Contra  Costa — ss. 

Antone  A.  Pagliero,  being  first  duly  sworn,  de- 
poses and  says : 

That  he  is  one  of  the  partners  of  the  firm  of 
Technical  Porcelain  &  Chinaware  Company,  the 
plaintiff  in  the  above-entitled  action;  that  he  has 
read  the  foregoing  complaint  and  knows  the  con- 
tents thereof,  and  the  same  is  true  of  his  own 
knowledge,  except  as  to  those  matters  therein  stated 
to  be  alleged  on  information  and  belief,  and  as  to 
those  matters  he  believes  it  to  be  true. 

/s/  ANTONE   A.   PAGLIERO. 

Subscribed  and  sworn  to  before  me  this  18th  day 
of  October,  1946. 

[Seal]  LILLIAN  W.  CHASE, 

Notary  Public  in  and  for  the   County  of  Contra 
Costa,  State  of  California. 

(Here  follow  certified  copies  of  Petition  for 
Removal  of  Cause  to  the  United  States  Dis- 
trict Court,  in  and  for  the  Northern  District 
of  California,  Southern  Division;  Memoran- 
dum of  Points  and  Authorities  in  Support  of 
Petition  for  Removal  to  the  United  States 
District  Court;  Bond  on  Removal;  Notice  of 
Petition  for  Removal  and  Order  for  Removal 
of  Cause  to  the  United  States  District  Court, 
in  and  for  the  Northern  District  of  California, 
Southern  Division,  and  Certificate  to  above 
copies.) 

[Endorsed]:  Filed  Dec.  20,  1946,  C.  W.  Cal- 
breath,  Clerk. 


8  Antone  A.  Pagliero  et  al.,  vs. 

In  the  United  States  District  Court,  in  and  for  the 
Southern  Division  of  the  Northern  District  of 
California 

No.  26704S 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  copartners 
doing  business  under  the  fictitious  firm  name 
and  style  of  TECHNICAL  PORCELAIN  & 
CHINA  WARE  COMPANY, 

Plaintiffs, 
vs. 

MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  corporation. 

Defendant. 

ANSWER  TO  COMPLAINT 

Comes  now  the  defendant  Merchants  Fire  As- 
surance Corporation  of  New  York  and  answering 
the  complaint  on  file  admits,  denies  and  alleges  as 
follows : 

I. 

Defendant  admits  the  allegations  of  Paragraphs 
I,  III  and  IX  of  said  complaint. 

IL 

Answering  Paragraphs  II,  IV,  V  and  X,  defend- 
ant alleges  that  it  has  not  sufficient  information 
or  belief  to  answer  said  allegations  more  particu- 
larly, and  therefore  and  upon  that  ground  it  denies 


Merchants  Fire  Assur.  Corp.  9 

the  said  allegations,  save  and  except  it  admits  said 
bank  was  named  as  a  loss  payee  in  said  policy 
and  that  there  is  an  endorsement  indicating  an  as- 
signment of  interest. 

III. 

Answering  Paragraph  VI,  defendant  denies  the 
allegations  thereof,  save  and  except  it  is  admitted 
a  fire  occurred  at  said  [6]  premises  on  May  22, 
1946,  cansing  damage  in  the  amount  of  $464,051.31, 
that  there  was  $300,000  insurance  in  effect  at  said 
time  and  that  each  policy  of  insurance  contained 
a  90%  Average  clause. 

IV. 

Answering  Paragraph  VII,  defendant  denies  the 
said  allegations.  In  this  respect  defendant  alleges 
that  in  July,  1946,  it  informed  plaintiffs  that  it  ap- 
peared plaintiffs  had  taken  out  other  insurance  in 
substitution  of  defendant's  policy  and  that  defend- 
ant reserved  whatever  rights  and  defenses  it  had 
or  such  as  might  thereafter  accrue  to  it ;  that  there- 
after and  on  July  23,  1946,  plaintiffs  filed  a  pur- 
proof  of  loss  with  defendant  and  defendant  imme- 
diately advised  plaintiffs  that  same  was  defective 
and  too  late. 

V. 

Answering  Paragraph  VIII,  defendant  denies 
that  the  said  sum  of  $12,974.35,  or  any  other  sum 
is  due  and  owing  from  it.  Admits  that  it  has  not 
paid  any  part  of  said  loss. 


10  Ant  one  A.  Pagliero  et  al.,  vs. 

And  as  and  for  a  separate  and  distinct  and  first 
affirmative  defense,  defendant  alleges: 

I. 

That  on  or  about  April  10,  1946,  plaintiffs 
through  Otis  &  Browne,  Inc.,  their  brokers  and 
duly  authorized  agents,  obtained  a  policy  of  insur- 
ance in  the  Home  Fire  and  Marine  Insurance  Com- 
pany in  the  amount  of  $15,000.00  in  substitution 
for  and  in  lieu  of  defendant's  said  policy;  that 
thereupon  defendant's  policy  was  cancelled  and 
terminated;  that  defendant  is  informed  and  be- 
lieves that  plaintiffs  made  claim  and  received  pay- 
ment under  the  policy  of  Home  Fire  and  Marine 
Insurance  Company  for  said  loss. 

And  as  and  for  a  separate  and  distinct  and  sec- 
ond affirmative  defense,  defendant  alleges: 

I. 

That  in  and  by  the  defendant's  policy  of  insur- 
ance it  was  and  is  provided  as  follows: 

"Within  sixty  days  after  the  commencement 
of  the  fire  the  insured  shall  render  to  the  com- 
pany at  its  main  office  in  California  named 
herein  preliminary  proof  of  loss  consisting  of 
a  written  statement  signed  and  [7]  sworn  to 
by  him  setting  forth:  (a)  his  knowledge  and 
belief  as  to  the  origin  of  the  fire;  (b)  the  in- 
terest of  the  insured  and  of  all  others  in  the 
property;  (c)  the  cash  value  of  the  different 
articles  or  properties  and  the  amount  of  loss 
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thereon;  (d)  all  incumberances  thereon;  (e) 
all  other  insurance,  whether  valid  or  not,  cov- 
ering any  of  said  articles  or  properties;  (f)  a 
copy  of  the  descriptions  and  schedules  in  all 
other  policies  unless  similar  to  this  policy,  and 
in  that  event,  a  statement  as  to  the  amounts 
for  which  the  different  articles  or  properties 
are  insured  in  each  of  the  other  policies;  (g)' 
any  changes  of  title,  use,  occupation,  location 
or  possession  of  said  property  since  the  issu- 
ance of  this  policy ;  (h)  by  whom  and  for  what 
purpose  any  building  herein  described,  and 
the  several  parts  thereof,  were  occupied  at  the 
time  of  the  fire. 

*****■»  * 

Time  for  Commencement  of  Action.  No  suit 
or  action  on  this  policy  for  the  recovery  of  any 
claim  shall  be  sustained,  until  after  full  com- 
pliance by  the  insured  with  all  of  the  fore- 
going requirements,  nor  unless  begun  within 
fifteen  month.  ..." 

II. 

That  the  loss  to  plaintiff's  property  occurred  on 
May  22,  1946;  that  plaintiffs  failed  to  present 
proofs  of  loss  to  defendant  within  sixty  days 
thereof,  as  in  said  policy  provided;  that  plaintiffs 
presented  a  purported  proof  of  loss  to  defendant 
on  July  23,  1946,  and  were  promptly  advised  by 
defendant  that  same  was  defective  and  delinquent; 

Wherefore,  defendant  having  fully  answered, 
prays  that  it  have  judgment,   that  it  recover   its 
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costs  and  have  such  otlier  and  different  relief  as 
may  be  proper. 

/s/  E.  M.  TAYLOR, 
/s/  H.  A.  THORNTON, 

THORNTON  &   TAYLOR, 

Attorneys  for  Defendant, 
Merchants  Fire 
Assurance  Company. 

Receipt  of  a  copy  of  the   foregoing-  Answer  is 
acknowledged  this  23rd  day  of  December,  1946. 

HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys   for   Plaintiffs. 

[Endorsed] :     Filed  Dec.  23,  1946. 
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STIPULATION 

AS  TO  ISSUES  OF  FACT 

It  is  hereby  stipulated  by  and  between  the  parties 
hereto,  through  their  respective  counsel,  that  each 
and  every  and  all  of  the  allegations  contained  in 
paragraphs  I,  II,  III,  IV,  V,  IX  and  X  of  plain- 
tiff's complaint  on  file  herein  are  true  and  correct, 
and  it  is  further  stipulated  that  no  evidence  to 
support  said  allegations  need  be  offered  at  the  trial 
of  said  cause. 

With  respect  to  paragraphs  VI,  VII  and  VIII 
of  plaintiffs'  complaint  on  file  herein,  it  is  hereby 
stipulated  as  follows: 
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(a)  (With  respect  to  paragraph  VI)  That  on 
or  about  the  22d  day  of  May,  1946,  the  said  property 
herein  referred  to  was  partially  destroyed  by  fire. 
That  plaintiffs  were  damaged  thereby  in  the  amount 
of  Pour  Hundred  Sixty-four  Thousand  and  Fifty- 
one  and  31/100  ($464,051.31)  Dollars;  that  at  the 
time  of  said  fire  there  were  in  full  force  and  effect 
various  policies  of  fire  insurance,  with  various  fire 
insurance  companies,  excluding  the  defendant,  in 
the  total  sum  of  Three  Hundred  Thousand  ($300,- 
000)  Dollars ;  that  plaintiffs  contend  and  defendant 
denies  that  at  the  time  of  said  fire  there  was  in  full 
force  and  effect  (and  in  addition  to  the  insurance 
in  the  amount  of  Three  Hundred  Thousand  ($300,- 
000)  Dollars),  a  policy  of  the  defendant  to  the 
plaintiffs  in  the  amount  of  Fifteen  Thousand 
($15,000)  Dollars.  That  by  reason  of  the  90%  co- 
insurance clause  contained  in  all  said  policies,  in- 
cluding the  policy  of  the  defendant,  if  the  Court 
should  hold  said  policy  of  defendant  in  effect, 
plaintiffs,  if  entitled  to  judgment  against  defend- 
ant, would  be  entitled  to  judgment  in  the  amount 
of  Twelve  Thousand  Nine  Hundred  Seventy-four 
and  35/100  ($12,974.35)  Dollars. 

(b)  (With  respect  to  paragraph  VII)  That  after 
said  fire  and  prior  to  July  21st,  1946,  the  defendant 
denied  liability  on  said  policy  of  insurance.  [9] 

(c)  (With  respect  to  paragraph  VIII)  That  the 
defendant  had  not  paid  the  said  loss,  nor  any  part 
thereof,  to  plaintiffs. 
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It  is  further  stipulated  by  and  between  the  par- 
ties hereto  as  follows: 

1.  That  on  July  23,  1946,  plaintiffs  presented  to 
and  filed  with  defendant  a  verified  proof  of  loss 
under  its  policy  #8604. 

2.  That  on  or  about  July  25,  1946,  defendant  in- 
formed plaintiffs  in  writing  that  said  proof  of  loss 
was  defective  and  that  it  had  not  been  presented 
to  defendant  within  the  time  required  by  said  policy. 

3.  That  at  all  times  from  February  6,  1945,  to 
July  23,  1946,  and  thereafter,  Otis  &  Browne,  Inc., 
were  acting  as  insurance  brokers  for  plaintiffs. 

4.  That  on  April  10,  1946,  Otis  &  Browne,  Inc. 
received  a  request  in  writing  from  defendant  to 
cancel  and  return  defendant's  said  policy. 

5.  That  upon  receipt  of  said  Notice,  Otis  & 
Browne,  Inc.,  thereupon  obtained  a  policy  of  fire 
insurance  from  the  Home  Fire  &  Marine  Insurance 
Co.  in  the  amount  of  $15,000  insuring  plaintiffs  on 
its  said  property  for  the  term  from  April  10,  1946, 
to  1949. 

6.  That  thereafter  and  on  May  3,  1946,  defend- 
ant in  writing  again  requested  Otis  &  Browne,  Inc., 
to  return  its  said  policy. 

7.  That  in  reply  thereto,  Otis  &  Browne,  Inc., 
informed  defendant  in  writing  on  May  7,  1946: 
"You  may  close  your  file  as  this  has  been  replaced 
as  of  April  10-1946.  Policy  is  at  Mechanics  Bank, 
Richmond  and  will  require  some  time  to  secure 
unless  you  wish  to  send  cancellation  notice  dated 
10  days  prior  to  April  10-1946." 

8.  That  following  the  fire  of  May  22,  1946,  plain- 
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tiffs  made  claim  for  and  collected  mider  said  policy 
of  the  Home  Fire  &  Marine  Insurance  Co.,  the  sum 
of  $12,974.35.  [10] 

That  the  sole  issues  involved  in  the  pending  ac- 
tion are  as  follows: 

1.  The  extent  of  the  authority  of  Otis  &  Browne, 
Inc.,  as  insurance  brokers  for  plaintiff. 

2.  The  legal  effect  of  the  acts  and  conduct  of 
Otis  &  Browne,  Inc.,  in  obtaining  a  policy  of  in- 
surance in  a  similar  amount  on  the  same  property 
with  the  Home  Fire  &  Marine  Insurance  Co.,  after 
their  receipt  of  defendant's  request  for  cancella- 
tion of  its  policy. 

3.  The  legal  effect  of  plaintiffs'  having  made 
claim  for  and  having  collected  the  full  amount  due 
under  the  said  policy  of  the  Home  Fire  &  Marine 
Insurance  Co. 

The  foregoing  stipulation  shall,  however,  be  sub- 
ject to  all  pertinent  legal  objections  to  admissibility 
of  any  of  the  above  matters,  which  may  be  inter- 
posed at  the  trial  by  either  party. 
Dated:     April  17th,  1947. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys   for  Plaintiffs. 
/s/  H.  A.  THORNTON, 
/s/  EVANS  M.  TAYLOR, 

THORNTON  &   TAYLOR, 

Attorneys  for  Defendant 
Insurance   Company. 
[Endorsed] :     Filed  April  18,  1947  [11] 
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In  the  United  States  District  Court  in  and  for  the 
Southern  Division  of  the  Northern  District  of 
California 

No.  26704  L 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  Copartners, 
doing  business  under  the  fictitious  firm  name 
and  style  of  TECHNICAL  PORCELAIN  & 
CHINA  WARE  COMPANY, 

Plaintiffs, 
vs. 

MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  corporation, 

Defendant. 

OPINION  AND  ORDER 

The  pressure  of  a  heavy  calendar  prevents  my 
writing  an  extended  opinion  in  this  case.  There 
is  due  counsel,  however,  a  brief  statement  of  my 
conclusions. 

Although  there  is  evidence  in  the  case  which  I 
believe  will  sustain  a  finding  that  Otis  &  Browne 
were  general  agents  for  the  plaintiffs  and  as  such 
were  empowered  to  agree  to  cancellation  of  a  policy 
or  to  effect  a  substitution  of  one  policy  for  another, 
it  seems  to  me  that  this  case  can  be  readily  disposed 
of  upon  another  ground.  I  believe  that  the  facts 
impel  a  conclusion  that  there  was  a  substitution 
of  policies.    Whether   the   agents  had   or   did  not 
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have  authority  to  substitute  at  the  time  of  the  sub- 
stitution, it  very  clearly  appears  to  me  that  there 
has  been  ratification  of  the  act  of  the  agents. 

Admittedly  plaintiffs  were  informed  of  the  sub- 
stitution after  the  fire  and  prior  to  their  making 
a  [12]  claim  against  the  Home  Fire  Insurance  Co. 
It  was  clearly  the  intent  and  purpose  of  Otis  & 
Browne  at  the  time  they  obtained  the  policy  of  the 
Home  Fire  Insurance  Co.  to  substitute  that  in 
place  of  the  policy  here  in  question.  With  knowl- 
edge of  that  fact  communicated  to  them  by  Otis 
&  Browne  they  made  claim  against  the  Home  Fire 
Insurance  Co.  and  accepted  payment  from  that 
company.  This,  to  my  notion,  was  a  clear  ratifi- 
cation of  the  act  of  substitution.  The  case  of  Finley 
V.  New  Brunswick  Fire  Insurance  Co.,  193  Fed. 
195,  appears  to  me  to  be  directly  in  point  and  the 
attempts  made  by  counsel  to  differentiate  that  cases 
are  not  persuasive  because  the  differentiations 
would  have  no  effect  upon  the  result  reached.  I  am 
also  very  strongly  persuaded  by  the  law  of  the 
forum  found  in  Strauss  v.  Dubuque  Fire  &  Marine 
Insurance  Co.,  132  Cal.  App.  283. 

Judgment  will  be  for  the  defendant,  findings  to 
be  prepared  in  accordance  with  the  local  rule. 
Dated:  October  16th,  1947. 

DAL  M.  LEMMON, 

United  States  District  Judge. 

[Endorsed] :  Filed  October  16,  1947.  [13] 
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[Title  of  District  Court  and  Cause.] 

PLAINTIFFS'  PROPOSED  AMENDMENTS 

TO  DEFENDANT'S   PROPOSED 

FINDING  OF  FACT 

Amendment  No.  1. 

That  it  is  true  that  the  Technical  Porcelain  & 
Chinaware  Company,  Inc.,  a  corporation,  was  the 
original  insured  under  the  policy  referred  to  in 
the  complaint  and  was  the  owner  of  the  property 
described  therein;  that  on  the  26th  day  of  Jmie, 
1944,  in  consideration  of  the  payment  by  said  cor- 
IDoration  to  defendant  of  a  premium  of  $427.50  de- 
fendant issued  to  said  corporation  its  policy  of 
fire  insurance  in  the  amount  of  $15,000  for  the 
term  from  June  26th,  1944,  to  June  26th,  1947,  as 
more  particularly  described  in  the  complaint;  that 
on  or  about  the  15th  day  of  December,  1944,  with 
the  consent  of  the  defendant  in  writing  [14]  en- 
dorsed on  said  policy,  said  corporation  sold,  as- 
signed and  conveyed  to  plaintiffs  its  interest  in 
the  property  referred  to  in  said  complaint  and  its 
interest  in  said  policy  of  insurance. 

Amendment  No.  2. 

That  it  is  true  that  on  or  about  the  22d  day  of 
May,  1946,  the  said  property  described  in  the  com- 
plaint was  partially  destroyed  by  fire ;  that  the  said 
property  had  an  actual  cash  value  at  the  time  of 
the  fire  in  the  amount  of  $596,113.77;  that  as  the 
result  of  said  fire,  plaintiffs  were  damaged  in  the 
amount  of  $464,051.31 ;  that  at  the  time  of  said  fire 
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there  were  in  full  force  and  effect  various  policies 
of  insurance  with  various  fire  insurance  companies, 
excluding  defendant,  in  the  total  sum  of  $300,000; 
that  m  each  of  said  policies,  as  well  as  in  the 
policy  of  defendant,  there  was  and  is  a  provision 
reading  as  follows: 

"It  is  expressly  stipulated  and  made  a  con- 
dition of  the  contract  that,  in  event  of  loss, 
this  company  shall  be  liable  for  no  greater 
proportion  thereof  than  the  amount  hereby 
insured  bears  to  ninety  per  cent  (90%)  of  the 
actual  value  of  the  property  described  herein 
at  the  time  such  loss  shall  happen,  nor  for 
more  than  the  proportion  which  this  policy 
bears  to  the  total  insurance  thereon." 

Amendment  No.  3. 

That  it  is  true  that  after  said  fire  and  prior  to 
July  21st,  1946,  defendant  denied  liability  on  said 
policy  of  insurance  and  waived  the  necessity  of  the 
filing  of  a  proof  of  loss  by  plaintiffs  with  defend- 
ant; that  plaintiffs  have  duly  performed  all  con- 
ditions of  said  policy  on  their  part  to  be  performed ; 
that  said  defendant  has  not  paid  the  sum  of  $12,- 
974.35  claimed  by  plaintiffs  from  defendant. 

Amendment  No.  4. 

That  it  is  true  that  on  or  about  May  3d,  1946, 
defendant  wrote  to  Otis  &  Browne,  Inc.,  as  follows : 

"We  are  following  up  a  letter  written  to  you 
on  April  10  asking  for  cancellation  of  this 
policy.  [15] 
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*'We  understood  that  you  were  going  to  re- 
lieve us  of  liability  as  soon  as  possible  although 
no  definite  date  was  set  for  the  termination. 

"Will  you  kindly  follow  this  up  and  endeavor 
to  have  our  policy  returned  within  the  next  ten 
days?" 

That  in  reply  thereto,  Otis  &  Browne,  Inc.,  wrote 
to  defendant  as  follows: 

'^You  may  close  your  file  as  this  has  been 
replaced  as  of  April  10  - 1946.  Policy  is  at 
Mechanics'  Bank  Richmond  and  will  require 
some  time  to  secure  unless  you  wish  to  send 
cancellation  notice  dated  10  days  prior  to  April 
10-1946." 

Amendment  No.  5. 

That  it  is  true  that  Otis  &  Browne,  Inc.,  did  not 
inform  plaintiffs  of  defendant's  request  until  about 
a  week  or  ten  days  after  said  fire,  whereupon  plain- 
tiffs stated  to  Otis  &  BrowTie,  Inc.,  that  plaintiffs 
accordingly  were  covered  by  insurance  in  the 
amount  of  $315,000  instead  of  $300,000. 

Amendment  No.  6. 

That  is  is  not  tnie  that  the  acts  of  Otis  &  Browne, 
Inc.,  in  f)urporting  to  secure  another  policy  in 
place  of  that  of  defendant,  were  performed  within 
the  scope  and  authority  of  their  employment  as 
plaintiffs'  insurance  brokers. 
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Amendment  No.  7. 

That  it  is  true  that  Otis  &  Browne,  Inc.,  had 
neither  general  authority,  nor  authority  of  any 
kind,  to  accept  notice  of  cancellation  or  termina- 
tion of  the  policy  of  defendant,  nor  of  any  other 
policy  of  insurance;  that  in  their  reply  to  defend- 
ant's letter  of  May  3d,  1946,  suggesting  to  defend- 
ant that: 

".  .  you   (defendant)  wish  to  send  cancella- 
tion notice  .  ." 
Otis  &  Browne,  Inc.,  specifically  informed  defend- 
ant that  they  had  no  such  authority. 

Respectfully  submitted, 

HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Plaintiffs. 

Receipt  of  a  copy  of  the  within  Plaintiffs'  Pro- 
posed Amendments  to  Defendant's  Proposed  Find- 
ings of  Fact  is  admitted  this  29th  day  of  October, 
1947. 

THORNTON  &  TAYLOR, 

Attorneys  for  Defendant. 

[Endorsed] :  Filed  October  29,  1947.  [16] 
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[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND 
CONCLUSIONS   OF   LAW 

The  above  entitled  cause  came  on  regularly  for 
trial  on  Wednesday,  September  ITtli,  1947,  on  the 
issues  raised  by  the  Complaint,  the  Answer  thereto 
of  defendant,  as  presented  by  the  Requests  for 
Admissions,  the  Answers  thereto  and  particularly 
by  the  Stipulation  as  to  Issues  of  Fact  on  file  herein, 
Hauerken,  Ames  &  St.  Clair  by  George  H.  Hauer- 
ken  appearing  for  plaintiffs,  and  Thornton  & 
Taylor  by  Evans  M.  Taylor  appearing  for  defend- 
ant, and  evidence,  oral  and  documentary,  having 
been  introduced,  and  after  argument  on  briefs  the 
cause  having  been  submitted  to  the  Court  for  deci- 
sion, a  jury  having  been  waived,  and  the  Court  hav- 
ing considered  the  evidence  and  the  law,  and  being 
fully  advised,  now  makes  and  files  its  findings  of 
fact  and  conclusions  of  law  as  follows :  [17] 


Findings  of  Fact 


That  it  is  true  that  all  times  mentioned  in  the 
complaint  the  defendant  was  and  is  a  foreign  cor- 
poration transacting  the  business  of  insurance  in 
the  State  of  California; 

IL 

That  it  is  true  that  at  the  times  mentioned  in 
the  complaint  Technical  Porcelain  &  Chinaware 
Co.,  Inc.,  a  corporation,  owned  the  property  therein 
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described;  that  on  or  about  June  26,  1944,  for  the 
premium  therein  mentioned,  defendant  issued  to 
said  company  its  said  policy  of  fire  insurance 
thereon  in  the  amount  of  $15,000,00  for  the  term 
from  June  26,  1944,  to  June  26,  1947,  and  that  on 
or  about  December  15,  1944,  said  Technical  Por- 
celain &  Chinaware  Co.,  a  corporation,  transferred 
said  property  and  said  policy  to  plaintiffs  and  that 
an  endorsement  to  that  effect  was  attached  to  said 
policy  of  insurance; 

III. 

That  it  is  true  that  the  Technical  Porcelain  & 
Chinaware  Company,  Inc.,  a  corporation,  w^as  the 
original  insured  under  the  policy  referred  to  in  the 
complaint  and  was  the  owner  of  the  property  de- 
scribed therein;  that  on  the  26th  day  of  June,  1944, 
in  consideration  of  the  payment  by  said  corpora- 
tion to  defendant  of  a  premium  of  $427.50  defend- 
ant issued  to  said  corporation  its  policy  of  fire 
insurance  in  the  amount  of  $15,000  for  the  term 
from  June  26th,  1944,  to  June  26th,  1947,  as  more 
particularly  described  in  the  complaint;  that  on 
or  about  the  15th  day  of  December,  1944,  with  the 
consent  of  the  defendant  in  writing  endorsed  on 
said  property,  said  corporation  sold,  assigned  and 
conveyed  to  plaintiffs  its  interest  in  the  [18]  prop- 
erty referred  to  in  said  complaint  and  its  interest 
in  said  policy  of  insurance; 

IV. 

That  it  is  true  that  ever  since  said  time  and  up 
to   the   time   of   the   fire   hereinafter   referred   to, 
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plaintiffs  were  doing  business  as  a  co-partnership 
under  the  fictitious  name  of  Technical  Porcelain 
&  Chinaware  Co.  and  had  filed  the  certificates  of 
ownership  required  by  sections  2466  and  2468  of 
the  Civil  Code  of  California; 

V. 

Thai  it  is  true  that  on  or  about  the  22nd  day  of 
May,  1946,  the  said  property  described  in  the  com- 
plaint was  partially  destroyed  by  fire ;  that  the  said 
property  had  an  actual  cash  value  at  the  time  of 
the  fire  in  the  amount  of  $596,113.77;  that  as  the 
result  of  said  fire,  plaintiffs  were  damaged  in  the 
amount  of  $464,051.31;  that  at  the  time  of  said  fire 
there  were  in  full  force  and  effect  various  policies 
of  insurance  with  various  fire  insurance  companies, 
excluding  defendant,  in  the  total  sum  of  $300,000; 
that  in  each  of  said  policies,  as  well  as  in  the  policy 
of  defendant,  there  was  and  is  a  provision  reading 
as  follows: 

"It  is  expressly  stipulated  and  made  a  con- 
dition of  the  contract  that,  in  event  of  loss, 
this  company  shall  be  liable  for  no  greater 
proportion  thereof  than  the  amount  hereby 
insured  bears  to  ninety  per  cent  (90%)  of  the 
actual  value  of  the  property  described  herein 
at  the  time  such  loss  shall  happen,  nor  for 
more  than  the  proportion  which  this  policy 
bears  to  the  total  insurance  thereon." 

IV. 

,•  That  it  is  true  that  in  and  by  defendant's  said 
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policy  The  Mechanics  Band  of  Richmond  is  named 
under  a  Lenders  Loss  Payable  Endorsement;  that 
it  is  true  that  said  [19]  bank  transferred  its  rights, 
if  any,  thereunder  to  plaintiffs; 

VIL 

That  it  is  true  that  at  all  times  from  February  6, 
1945,  to  July  23, 1946,  and  thereafter  Otis  &  Browne, 
Inc.,  were  acting  as  insurance  brokers  for  the  plain- 
tiffs, and  during  all  said  times  handled  plaintiffs' 
entire  insurance  portfolio;  that  it  is  true  that 
defendant  had  been  informed  prior  to  said  fire 
that  Otis  &  Browne  were  plaintiffs'  insurance 
brokers ; 

VIII. 

That  it  is  true  that  on  or  about  April  10,  1946, 
defendant  wrote  to  Otis  &  Browne,  Inc.,  as  follows: 

"Will  you  kindly  cancel  this  policy  and  re- 
turn it  to  us  for  pro  rata  cancellation'?  The 
company  has  requested  us  to  retire  from  the 
liability  because  w^e  are  no  longer  willing-  to 
accept  this  classification.  If  you  prefer,  we 
can  send  cancellation  notice  direct  to  the 
assured.  However,  we  will  not  do  so  unless 
you  specifically  instruct  us." 

IX. 

That  it  is  true  that  Otis  &  Browne  received  said 
letter  and  thereupon  obtained  a  policy  of  fire  in- 
surance with  the  Home  Fire  &  Marine  Insurance 
Company  in  the  amount  of  $15,000.00  on  plaintiffs' 
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said  property,  effective  from  April  10,  1946,  to  [20] 
April  10,  1949,  and  which  policy  was  obtained  for 
the  purpose  of  replacing  defendant's  policy; 

X. 

That  it  is  true  that  thereafter  and  on  or  about 
May  3, 1946,  defendant  again  wrote  to  Otis  &  Browne 
about  being  relieved  of  liability;  that  it  is  true 
that  Otis  &  Browne  in  reply  and  on  or  about  May 
7,  1946,  informed  defendant  that  its  said  policy 
had  been  replaced  on  April  10,  1946,  and  that  the 
defendant  could  close  its  file; 

XI. 

That  it  is  true  that  after  the  fire  of  May  22,  1946, 
Otis  &  Browne  informed  plaintiffs  that  they  had 
obtained  a  policy  for  a  similar  amount  with  the 
Home  Fire  &  Marine  Insurance  Company,  to  re- 
place defendant's  policy;  that  it  is  true  that  there- 
upon plaintiffs  made  claim  for  and  collected  the 
full  amount  due  imder  the  said  policy  of  the  Home 
Fire  &  Marine  Insurance  Company,  and  also  made 
claim  against  this  defendant  for  a  like  amount, 
and  as  to  which  defendant  denied  liability; 

XIL 

That  it  is  true  that  the  acts  of  Otis  &  Browne, 
Inc.,  in  substituting  another  policy  for  that  of 
defendant  were  performed  within  the  scope  and 
authority  of  their  employment  as  plaintiffs'  insur- 
ance brokers; 
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XIII. 

That  it  is  true  that  defendant  waived  the  neces- 
sity for  plaintiffs'  filing  a  proof  of  loss.  And  that 
the  defendant  has  denied  liability  on  said  policy 
and  has  not  paid  the  sum  of  $12,974.35  claimed  by 
plaintiffs  from  defendant ; 

XIV. 

That  all  of  the  allegations  of  plaintiffs'  Complaint 
inconsistent  with  the  foregoing  findings  are  untrue. 

Conclusions  of  Law 

And  as  conclusions  of  law  from  the  foregoing 
facts,  the  Court  finds : 

I. 

That  prior  to  the  fire  the  defendant's  policy  of 
insurance  [21]  was  replaced  by  another  one,  ob- 
tained as  a  substitution  therefor; 

II. 

That  following  the  fire  plaintiffs,  upon  being 
informed  as  to  the  facts,  ratified  the  acts  of  their 
brokers  and  the  replacement  and  substitution  of 
defendant's  policy  of  insurance  by  one  in  anothei- 
insurance  company; 

III. 

That  at  the  time  of  the  fii'e  liability  under  de- 
fendant's policy  of  insurance  had  been  termuiaf<'4l 
by  said  policy  having  been  replaced  by  one  witli 
another  insurance  company; 
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IV. 

. .  That  plaintiffs  are  not  entitled  to  recover  from 
defendant  under  its  said  policy  of  insurance  except 
they  are  entitled  to  the  sum  of  $190.25  as  and  for  the 
unearned  return  premium,  plus  interest  thereon  at 
7%  per  annum  from  April  10,  1946,  to  September 
17,  1947,  in  the  amount  of  $19.11  as  heretofore  ten- 
dered them  by  defendant. 

V. 

That  the  defendant  Merchants  Fire  Assurance 
Corporation,  a  corporation,  is  entitled  to  judgment 
and  for  its  costs  of  suit. 

Judgment  is  hereby  ordered  to  be  entered  accord- 
ingly. 

Dated:     November  5th,  1947. 

DAL  M.  LEMMON, 

United  States  District  Judge. 

[Endorsed] :     Filed  Nov.  5,  1947.  [22] 
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In  the  United  States  District  Court  in  and  for  the 
Southern  Division  of  the  Northern  District  of 
California 

No.  26704-L 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  Copartners, 
Doing  Business  Under  the  Fictitious  Firm 
Name  and  Style  of  TECHNICAL'  PORCE- 
LAIN &  CHINA  WARE   COMPANY, 

Plaintiffs,- 
vs. 
MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  Corporation, 

Defendant. 

JUDGMENT 

The  above-entitled  cause  having  come  on  regu- 
larly for  trial  on  Wednesday,  September  17,  1947, 
before  the  above-entitled  Court,  sitting  without  a 
jury,  a  jury  having  been  waived,  the  action  Avas 
then  heard  on  the  complaint,  the  answer  thereto  of 
defendant,  and  the  Stipulation  as  to  Issues  of  Fact, 
Hauerken,  Ames  &  St.  Clair  by  George  H.  Hauer- 
ken  appearing  for  plaintiff,  and  Thornton  & 
Taylor  by  Evans  M.  Taylor,  appearing  for  the 
defendant,  and  evidence,  both  oral  and  documentary, 
having  been  introduced  and  the  parties  having 
rested,  and  the  cause  having  been  fully  argued  on 
briefs  and  being  thereupon  submitted  for  decision, 
and  the  Court  having  heretofore  made  and  caused 
to  be  filed  herein  its  written  findings  of  facts  and 
conclusions  of  law,  and  being  fully  advised :  [23] 
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Wherefore,  by  reason  of  the  law  and  the  findings 
of  fact  aforesaid,  it  is  ordered,  adjudged  and 
decreed : 

(1)  'J'hat  the  plaintiffs  take  nothing  by  reason 
of  said  complaint,  other  than  that  adjudged 
in  paragraph  3  following. 

(2)  That  the  defendant  do  have  and  recover  of 
and  from  plaintiffs  their  costs  of  suit  herein 
in  the  amount  of  $ 

(3)  That  plaintiffs  do  have  and  recover  of  de- 
fendant the  sum  of  $190.25  as  and  for  the 
unearned  return  premium,  plus  interest 
thereon  at  7%  per  annum  from  April  10, 
1946,  to  September  17,  1947,  in  the  amount 
of  $19.11  as  heretofore  tendered  them  by 
defendant. 

Dated:     November  5th,  1947. 

DAL  M.  LEMMON, 

Judge  of  the  United  States 
District  Court. 

[Endorsed]:  Filed  and  Entered  Vol.  V. — Pg. 
283,  November  5,  1947.  [24] 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL  TO  THE  UNITED 
STATES  CIRCUIT  COURT  OF  APPEALS 
FOR  THE  NINTH  CIRCUIT 

Notice  is  hereby  given  that  Antone  A.  Pagliero, 
John  B.  Pagliero  and  Arthur  J.  Pagliero,  copart- 
ners, doing  business  under  the  fictitious  firm  name 
and  style  of  Technical  Porcelain  &  Chinaware  Com- 
pany, plaintiffs  above  named,  hereby  appeal  to  the 
United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit  from  the  final  judgment  entered  in 
the  above-entitled  action  in  favor  of  defendant  and 
against  plaintiffs  on  the  5th  day  of  November,  1947, 
and  from  each  and  every  part  thereof. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

'  Attorneys  for  Plaintiffs. 

(Acknovrledgment  of  Receipt  of  Copy.) 
[Endorsed] :     Filed  Dec.  4,  1947.     [25] 
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[Title  of  District  Court  and  Cause.] 

APPELLANTS'    STATEMENT   OF   POINTS 
RELIED  UPON  ON  APPEAL 

In  accordance  with  the  provisions  of  Rule  75(d) 
of  the  Federal  Rules  of  Civil  Procedure,  appellants 
hereby  state  the  points  upon  which  they  intend  to 
rely  on  appeal: 

(1)  The  court  erred  in  finding  and  holding  that 
the  acts  of  Otis  &  Browne,  Inc..  '*in  substituting 
another  policy  for  that  of  defendant,"  were  per- 
formed within  the  scope  and  authority  of  their 
emi)loyment  as  plaintiffs'  insurance  brokers,  for 
the  fo]lowing  reasons: 

(a)  There  is  no  evidence  in  the  record  tending  to 
show  that  Otis  &  Browne,  Inc.,  were  specifi- 
cally authorized  to  do  said  acts.  [26] 

(b)  There  is  no  evidence  in  the  record  tending 
to  show  that  Otis  &  Browne,  Inc.,  were  gen- 
erally authorized  to  do  said  acts. 

(c)  There  is  no  evidence  in  the  record  tending  to 
show  that  Otis  &  Browne,  Inc.,  were  general 
insurance  agents  for  plaintiffs.  On  the  con- 
trary, the  onl}^  evidence  in  the  record  shows 
that  Otis  &  Browne,  Inc..  were  only  insurance 
brokers  for  plaintiffs.  As  such,  and  without 
prior  additional  authority,  they  were  not 
authorized  to  do  said  acts. 
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(2)  The  court  accordingly  erred  in  admitting  in 
evidence  defendant's  Exhibits  B  and  C,  as  these 
exhibits  were  not  shown  to  have  been  sent  by  defend- 
ant to  an  agejit  of  plaintiffs  authorized  to  receive 
and  act  upon  them. 

(3)  The  court  erred  in  finding  and  holding  that 
plaintiffs  "ratified  the  acts  of  their  brokers  and  the 
replacement  and  substitution  of  defendant's  policy 
of  insurance  by  one  in  another  insurance  company." 

(4)  The  court  erred  in  finding  and  holding  that 
defendant's  policy  of  insurance  was  replaced  by 
another  policy,  obtained  as  a  substitution  therefor, 
for  the  reason  that  there  is  no  so-called  doctrine  of 
substitution  in  the  law  of  insurance,  that  name  being 
used  only  to  describe  a  variety  of  situations,  none 
of  which  is  like  that  presented  in  this  case. 

(5)  Assuming  a  so-called  doctrine  of  substitu- 
tion to  exist  in  the  law  of  insurance,  the  court  erred 
in  applying  that  doctrine  to  the  facts  of  the  present 
case,  for  the  reason  that  it  is  not  applicable  to  those 
facts. 

/s/  GEORGE  H.  HAITERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 
Attorneys   for   Plaintiffs   and 
Appellants. 

(Acknowledgment  of  Receipt  of  Copy.) 
[Endorsed]:     Filed  Dec.  15,  1947.  [27] 
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[Title  of  District  Court  and  Cause.] 

STIPULATION  AS  TO  REPORTER'S 
TRANSCRIPT  ON  APPEAL 

It  is  hereby  stipulated  by  and  between  the  par- 
ties hereto,  through  their  respective  counsel,  and 
pursuant  to  Rule  21  of  the  rules  of  the  above- 
entitled  Court,  that  one  copy  only  of  the  Reporter's 
transcript  of  the  above-entitled  action  need  be  filed 
with  the  above-entitled  Court  for  the  purpose  of  the 
preparation  of  the  record  on  appeal. 

Dated:     December  12,  1947. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Plainti:ffs  and 
Appellants. 
E.  M.  TAYLOR, 
THORNTON  &  TAYLOR, 

Attorneys  for  Defendant  and 
Appellee. 
[Endorsed]  :     Filed  December  15,  1947.  [28] 


[Title  of  District  Court  and  Cause.] 

STIPULATION  AND  ORDER  AS  TO  TRANS- 
MISSION OF  EXHIBITS  TO  UNITED 
STATES  CIRCUIT  COURT  OF  APPEALS 

It  is  hereby  stipulated  by  and  between  the  par- 
ties hereto,  through   their  respective  counsel,   and 
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pursuant  to  Rule  75 (i)  of  the  Federal  Rules  of 
Civil  Procedure,  that  the  following  exhibits  on  file 
herein,  to  wit  plaintiffs'  Exhibits  No.  1  and  No.  2 
and  defendant's  Exhibits  B  and  C,  need  not  be 
copied  into  the  record  on  appeal,  but  that  the 
original  of  said  exhibits  may  be  transmitted  to  the 
United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit,  to  be  inspected  by  said  Circuit  Court 
of  Appeals,  and  that  said  original  exhibits  may  be 
deemed  a  part  of  the  record  on  appeal  in  the! 
above-entitled  action. 

Dated:     San  Francisco,  California,  this  12th  day 
of  December,  1947. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Plaintiffs  and 
Appellants. 

EVANS  M.  TAYLOR, 
THORNTON  &   TAYLOR, 

Attorneys  for  Defendant  and 
Appellee. 
It  is  so  ordered. 

Dated:     San  Francisco,  California,  this  15th  day 
of  December,  1947. 

DAL  M.  LEMMON, 

United  States  District  Judge. 

[Endorsed] :  Filed  December  15,  1947.  [30] 
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[Title  of  District  Court  and  Cause.] 

APPELLANTS'  DESIGNATION  OF  POR- 
TIONS OF  RECORD,  PROCEEDINGS, 
AND  EVIDENCE  TO  BE  CONTAINED  IN 
RECORD  ON  APPEAL. 
In  accordance  witli  the  provisions  of  Rule  75  of 
the  Federal  Rules  of  Civil  Procedure,  plaintiffs 
and  a})pellants,  Antone  A.  Pagliero,  John  B. 
Pai^^liero  and  Arthur  J.  Pagliero,  copartners  doing 
business  under  the  fictitious  firm  name  and  style 
of  Technical  Porcelain  &  Chinaware  Company, 
having  appealed  from  the  judgment  entered  against 
them  and  in  favor  of  defendant  and  appellee, 
Merchants  Fire  Assurance  Corporation  of  New 
York,  a  corporation,  in  the  above-entitled  action 
by  the  above-entitled  court,  to  the  United  States 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit, 
hereby  designate  the  following  portions  of  the  rec- 
ord, proceedings  and  evidence  in  said  action  [31] 
as  the  portions  of  such  record,  proceedings  and  evi- 
dence to  be  contained  in  the  record  on  appeal: 

(1)  Complaint. 

(2)  Answer. 

(3)  Stipulation  As  To  Issues  Of  Fact. 

(4)  Findings  Of  Fact  And  Conclusions  Of  Law. 

(5)  Plaintiffs'   Proposed  Amendments   To   De- 
fendant's Proposed  Findings  Of  Fact. 

(6)  Opinion  And  Order. 

(7)  Judgment. 

(8)  Notice  Of  Appeal. 

(9)  Appellants'    Statement    Of    Points    Relied 
Upon  On  Appeal. 
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(10)  The  copy  of  the  entire  Reporter's  tran- 
script of  the  evidence  and  proceedings  at 
the  trial,  certified  by  the  official  Reporter 
of  the  above-entitled  court,  who  steno- 
graphically  reported  and  transcribed  such 
evidence  and  proceedings,  and  heretofore 
filed  with  the  Clerk  of  the  above-entitled 
court. 

(11)  Stipulation  As  To  Reporter's  Transcript 
On  Appeal. 

(12)  The  following  original  exhibits,  to  wit 
plaintiffs'  Exhibits  No.  1  and  No.  2  and 
defendant's  Exhibits  B  and  C,  in  accord- 
ance with  the  Stipulation  And  Order  As 
To  Transmission  Of  Exhibits  To  United 
States  Circuit  Court  Of  Appeals  on  file 
herein. 

(13)  Stipulation  And  Order  As  To  Transmis- 
sion Of  Exhibits  To  United  States  Circuit 
Court  Of  Appeals. 

(14)  This  Designation  Of  Portions  Of  Record, 
Proceedings,  And  Evidence  To  Be  Con- 
tained In  Record  On  Appeal. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 
Attorneys  for  Plaintiffs  and 
Appellants. 
Receipt  of  a  copy  of  the  foregoing  designation 
is  hereby  admitted  this  12th  day  of  December,  1947. 
THORNTON  &  TAYLOR, 

Attorneys  for  Defendant  and 
Appellee. 
[Endorsed] :     Filed  December  15,  1947.     [32] 
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District  Court  of  tlie  United  States 
Northern  District  of  California 

CERTIFICATE  OF  CLERK  TO  TRANSCRIPT 
OF  RECORD  ON  APPEAL 

I,  C.  W.  Calbreath,  Clerk  of  the  District  Court 
of  the  United  States,  for  the  Northern  District  of 
California,  do  hereby  certify  that  the  foregoing  32 
pages,  numbered  from  1  to  32,  inclusive,  contain  a 
full,  true,  and  correct  transcript  of  the  records  and 
proceedings  in  the  case  of  Antone  A.  Pagliero, 
et  als..  Plaintiffs,  vs.  Merchants  Fire  Assurance 
Corporation  of  New  York,  a  corporation,  Defend- 
ant, No.  26704L,  as  the  same  now  remain  on  file  and 
of  record  in  my  office. 

I  further  certify  that  the  cost  of  preparing  and 
certifying  the  foregoing  transcript  of  record  on 
appeal  is  the  siun  of  $6.50  and  that  the  said  amoimt 
has  been  paid  to  me  by  the  Attorney  for  the  ap- 
pellant herein. 

In  witness  whereof,  I  have  hereunto  set  my  hand 
and  affixed  the  seal  of  said  District  Court  at  San 
Francisco,  California,  this  12th  day  of  January 
A.  D.  1948. 

[Seal]        /s/  C.  W.  CALBREATH, 

Clerk. 
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In  the  United  States  District  Court  for  the  Southern 
Division  of  the  Northern  District  of  California 

No.  26704S 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  copartners 
doing  business  under  the  fictitious  tirm  name 
and  style  of  TECHNICAL  PORCELAIN  & 
CHINAWARE  COMPANY, 

Plaintiffs, 
vs. 

MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  corporation, 

Defendant. 

Before:  Hon.  Dal  M.  Lemmon,  Judge. 

REPORTER'S  TRANSCRIPT 

San  Francisco,  California, 
Wednesday,  September  17,  1947 

Appearances : 

For  the  Plaintiffs:  George  H.  Hauerken,  Esq., 
Russ  Bldg.,  San  Francisco  4,  Calif. 

For  the  Defendant:  Evans  M.  Taylor,  Esq.,  311 
California  Street,  San  Francisco  4,  Calif. 

The  Clerk:  Pagliero  vs.  Merchants  Fire  Assur- 
ance Corporation  for  trial. 

Mr.  Hauerken:     That  is  ready. 

Mr.  Taylor:     Ready. 

The  Court:  I  take  it  from  the  stipulation  as  to 
facts  that  the  scope  of  the  evidence  to  be  offered 
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in  the  trial  of  this  case  today  is  restricted  and 
confined  to  the  extent  of  the  authority  of  the  insur- 
ance brokers  and  the  legal  effect  of  the  acts  of  the 
insurance  brokers. 

Mr.  Hauerken:     Yes. 

Mr.  Taylor:     That  is  correct. 

Mr.  Hauerken:  Yes,  your  Honor,  the  original 
stipulation,  I  assume,  is  on  file. 

Mr.  Taylor:     April  17,  1947. 

Mr.  Hauerken :  That  stipulation  is  on  file.  That 
is  true,  your  Honor,  that  is,  that  the  issues  are  con- 
fined to  the  legal  etfect  of  the  conduct  and  the 
authority  of  the  broker. 

The  Court:  Before  we  took  up  anj^  of  the  legal 
problems  involved  I  wanted  to  confine  the  scope  of 
the  evidence  to  be  received  today  if  there  were  any 
limits  that  counsel  were  in  a  position  to  agree  on. 
So  with  that  understanding  you  may  proceed  to 
submit  your  evidence  as  to  the  scope  of  his  author- 
ity. [2*] 

Mr.  Hauerken:  I  think  at  the  outset,  your 
Honor,  so  that  the  Court  will  have  before  it  certain 
documentary  evidence  and  a  further  stipulation 
that  has  been  entered  into,  I  would  like  to  offer 
in  evidence  the  original  policy  of  the  Merchants 
Fire  Assurance  Corporation,  the  defendant  herein, 
as  the  plaintiffs'  first  in  order. 

(The  document  referred  to  was  marked  plain- 
tiffs' Exhibit  No.  1.) 

Mr.  Hauerken:  Then  inasmuch  as  the  policy 
provides  that  loss,  if  any,  is  payable  to  the  Me- 


•Page  numbers  appearing  at    top  of  page  of  Reporter's  Certified 
Transcript  of  Record. 
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chanics  Bank  of  Richmond  and  the  policy  holder, 
as  their  interests  may  appear,  I  now  offer  in  evi- 
dence the  original  assignment  to  the  Mechanics 
Bank  of  Richmond. 

The  Court:  That  has  been  stipulated  to,  has 
it  not? 

Mr.  Taylor:  It  has,  your  Honor,  but  may  I  say 
this:  while  we  agreed  on  the  facts  I  did  not  want 
the  record  to  show  it  had  been  stipulated  without 
some  proof  being  offered  on  that  score. 

The  Court:  Of  course,  the  efficacy  of  the  stip- 
ulation is  to  do  away  with  the  necessity  of  proof, 
but  if  you  want  it,  let  it  go  in. 

(The    document    referred    to    was    marked 
plaintiffs'  Exhibit  No.  2.) 

Mr.  Hauerken:  Then  there  is  just  one  other 
point — [3]  not  covered,  inadvertently — and  that  is 
in  paragra])h  7  of  the  complaint  there  is  an  allega- 
tion that  plaintiff  has  otherwise  duly  performed 
all  conditions  of  said  policy  on  its  part. 

Now  counsel  have  agreed  to  stipulate  that  the 
plaintiffs  have  otherwise  duly  performed  all  con- 
ditions of  the  policy  on  its  part  with  this  exception : 
It  is  alleged — in  the  sti23ulation  of  facts  there  is  a 
provision  that  after  said — you  will  find  this  on 
page  2  of  the  stipulation,  line  17 — "that  after  said 
fire  and  prior  to  July  21,  1946,  the  defendant  denied 
liability  on  said  policy  of  insurance." 

Now  the  effect  of  that — the  fire  happened  on 
May  22,  1946,  and  there  is  a  60  day  provision  for 
filing  proof  of  loss — the  effect  of  that,  and  there 
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are  a  legion  of  California  cases  on  the  subject  that 
if  an  insurance  company  denies  liability  the  filing 
of  a  proof  of  loss  is  an  idle  act  and  need  not  be 
done.  ^Ir.  Taylor  has  stipulated  they  have  denied 
liability  within  the  60  day  period;  accordingly  we 
take  the  i)osition  that  the  filing  of  a  proof  of  loss 
is  something  which  is  done  just  as  a  matter  of 
courtesy  or  out  of  an  abundance  of  caution. 

Mr.  Taylor,  I  suppose,  has  some  point  he  may 
want  to  raise  on  that,  and  I  wanted  to  explain  that. 
At  any  event,  there  is  that  stipuJation  that  the 
plaintiffs  have  performed  all  the  conditions  of  said 
policy  on  their  part  except  that  [3]  a  proof  of 
loss  was  filed  on  July  23. 

The  Court:  I  thought  because  of  your  stipula- 
tion 3^ou  made  no  point  of  that. 

Mr.  Hauerken;     I  think  he  has  abandoned  that. 

Mr.  Taylor :     Yes,  that  may  be  passed. 

Mr.  Hauerken:  On  that  point,  I  take  it,  the 
plaintiff  has  no  evidence  to  offer  and  we  may  go 
to  the  affirmative  defense  of  the  defendant  on  the 
matter  of  whether — Mr.  Taylor  supoenaed  Otis  & 
Browne  to  be  here — they  were  the  insurance  brok- 
ers. I  talked  to  Mr.  Browne  yesterday  and  he 
assured  me  he  would  be  here  at  ten,  and  I  talked 
to  him  about  nine  o'clock  this  morning  and  he  said 
he  would  be  here  at  ten  minutes  to  ten.  I  cannot 
understand  why  he  is  not  here  on  time. 

The  Court:  Did  you  definitely  tell  him  what 
court  to  come  to? 

Mr.  Hauerken :  Yes,  I  told  him  Room  307  in  the 
Post  Office  Bldg.,  Seventh  and  Mission. 
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Mr.  Pagliero  is  here  and  I — Here  is  Mr.  Browne 
right  now. 

Mr.  Taylor:  Mr.  Browne,  will  you  take  the 
stand,  please.     [4] 

EDWARD  RAMBO  BROWNE 

called  by  the  defendant.  Sworn. 

Mr.  Hauerken:  If  your  Honor  please,  I  would 
like  to  say  this  just  before  we  proceed:  Your 
Honor  will  notice  in  the  last  x)aragraph  of  the  stipu- 
lation that  "The  foregoing  stipulation  shall,  how- 
ever, be  subject  to  all  pertinent  legal  objections  to 
the  admissibility  of  any  of  the  above-mentioned 
matters,  which  may  be  interposed  at  the  trial  by 
either  of  the  parties,  and  I  do  want  to  interpose 
some  legal  objections  as  to  the  relevancy  of  some 
of  the  matters  referred  to,  those  affirmative  mat- 
ters that  are  contained  therein  on  the  part  of  the 
defendant,  and  I  should  like — let  us  say  offer  the 
stipulation  subject  to  motions  to  strike  at  the  con- 
clusion of  the  evidence,  so  that  3  our  Honor  may 
have  all  the  evidence.  For  instance,  I  make  this 
point:  the  policy  of  fire  insurance  contains  a 
clause,  and  there  is  no  dispute  on  this  at  all,  that  if 
the  insurance  company  wants  to  cancel  the  policy 
it  may  do  so  by  a  five  day  written  notice  to  the 
policy  holder. 

Now  admittedly  that  was  not  done  in  this  case. 

There  are  California  cases  that  hold  that  a  course 
of  conduct  with  an  insurance  broker  with  respect 
to  matters  of  this  nature  are  simply  not  in  point 
if  the — as  a  matter  of  fact,  the  policy  must  be 
strictly  complied  with  or  that  is  all  there  is  to  it.  [5] 
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The  Court:  There  isn't  any  occasion  for  your 
objections.  You  have  stipulated  to  facts  here  that 
you  apparently  have  agreed  upon,  but  the  effect  and 
sufficiency  of  those  points  are  legal  problems  to  be 
considered. 

Mr.  Hauerken:  I  would  like  to  suggest  that  the 
stipulation  be  accepted  subject  to  our  right — prob- 
ably your  Honor  will  want  us  to  file  briefs  at  the 
conclusion  of  the  trial — it  is  a  very  interesting  and 
rather  unique  point  of  law;  there  are  not  many 
cases  on  the  subject.  May  the  stipulation  be  re- 
ceived subject  to  our  right  to  object  to  the  suffici- 
ency  

The  Court:  I  think  you  always  have  that  right 
if  the  proof  does  not  measure  up  to  the  facts. 

Mr.  Hauerken:  The  proof  will  measure  up  to 
the  facts.    It  is  just  a  question  of  the  relevancy. 

The  Court:  There  is  no  question  as  to  the  facts 
being  true;  it  is  just  a  question  of  the  legal  suffici- 
ency. 

Mr.  Hauerken:  Yes.  I  just  wanted  to  state  my 
position  on  that. 

Direct  Examination 
By  Mr.  Taylor: 

Q.  Mr.  Browne,  your  name  is  Edward  Rambo 
Browne  ?  A.     Yes. 

Q.     And  you  are  president 

If  your  Honor  please,  I  am  calling  this  witness 
under  Section  45  (b)  of  the  Federal  Rules  of 
Procedure. 


Merchants  Fire  Assur.  Corp.  45 

(Testimony  of  Edward  Rambo  Browne.) 

And  3^011  are  president  of  Otis  &  Browne,  Incor- 
porated ?  A.     Yes. 

Q.  And  your  business  is  and  for  some  has  been 
been  that  of  insurance  brokers,  is  that  right? 

A.     I  am  the  third  generation  in  this  city. 

Q.  You  were  served  with  a  subpoena  duces  te- 
cum for  the  production  of  certain  documents,  were 
you  not?  A.     Yes. 

Q.  Did  you  bring  a  document  wuth  you  pursu- 
ant to  the  service  of  that  subpoena  dated  on  or 
about  December  14,  1944,  that  had  been  addressed 
to  you  by  the  plaintiffs  in  this  case  with  respect 
to  your  acting  as  an  insurance  broker? 

A.     I  have  no  such  document. 

Q.     You  have  no  such  document?  A.     No. 

Q.  Did  you  bring  with  you  a  dociunent  or  letter 
dated  on  or  about  February  5,  6  or  7  addressed  to 
you  by  the  plaintiffs  in  this  case  with  respect  to 
your  acting  as  an  insurance  broker? 

A.     No,  I  have  no  such  document. 

The  Court:  You  mean  by  that  that  you  haven't 
those  documents  here  or  they  do  not  exist? 

A.     They  do  not  exist,  ,your  Honor. 

Q.  (By  Mr.  Taylor) :  You  are  familiar — if  I 
may  just  [7]  shorten  this — you  are  familiar  with 
the  documents  requested  in  that  subpoena.  Did  you 
bring  any  of  the  documents  requested  ? 

A.  I  brought  the  last  mentioned  documents  in 
the  subpoena  there  on  the  table  by  my  hat,  and 
they  consist  of  insurance  policies  and  a  letter. 

Q.     But  nothing  with  respect  to  any  communica- 
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tion  from  the  plaintiffs  individually  or  as  a  co- 
partnership under  the  name  of  Technical  Porce- 
lain &  Chinaware  Company,  or  from  Technical  Por- 
celain &  Chinaware  Company,  a  corporation,  with 
respect  to  your  acting  as  broker? 

A.  We  never  received  any  communication  from 
them;  just  individually 

Mr.  Taylor:  Just  a  moment.  I  ask  that  the 
answer  s^o  out  as  not  responsive. 

The  Court:     It  may  go  out. 

Mr.  Taylor:     If  your  Honor 

Q.  Answer  the  question  directly.  You  didn't 
bring  any  such  documents'? 

A.     I  didn't  have  them  to  bring. 

Q.     You  made  a  search  for  them,  did  you? 

A.     I  never  received  such  a  document. 

Q.     Will  you  answer  the  question? 

May  the  answer  go  out? 

Did  you  make  a  search  for  that  record  ?     [8] 

A.  I  have  gone  through  the  records  extremely 
carefully  and  there  is  no  such  document  and  I 
assure  you  there  is  no  such  document. 

Mr.  Taylor:  I  ask  that  the  last  part  of  the 
answer  go  out  as  not  responsive. 

The  Court :  "I  assure  you  there  is  no  such  docu- 
ment" may  go  out. 

Mr.  Taylor:  That  is  all  from  this  witness  right 
now,  if  your  Honor  please. 

Mr.  Hauerken:     No  questions. 

Mr.  Taylor:     Mr.  Ritch. 
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FLETCHER  QUINN  RITCH 
called  for  the  defendant,  Sworn. 

Direct  Examination 
By  Mr.  Taylor: 

Q.     Mr.  Ritch,  what  is  your  business? 

A.     What? 

Q.     What  is  your  business  ? 

A.  I  am  one  of  the  underwriters  at  the  Merch- 
ants Fire  Assurance  Company  of  New  York. 

Q.  And  how  long  have  you  been  with  the  Merch- 
ants Fire  Assurance  Company,  the  defendant  in 
this  case? 

A.  It  will  be  four  years — five  years  next  Octo- 
ber. 

Q.  You  were  then  with  them  in  December  of 
1944?  A.     I  was.     [9] 

Q.  And  have  been  continuously  with  them  from 
that  date  to  the  present  date?  A.     I  have. 

Q.  Calling  your  attention  to  the  time  of  on  or 
about  February  6,  1945,  and  with  respect  to  the 
policy  number  8604  which  is  the  subject  of  this 
action,  did  you  have  any  occasion  to  have  any  com- 
munication or  contact  with  Otis  &  Browne  with 
regard  to  that  policy?  A.     I  did,  yes. 

Q.     When  did  that  contact  occur? 

A.  At  the  time  of  the  fire,  around  about  Febru- 
ary 7,  1945,  some  one — Mr.  Browne  or  some  one 
in  his  office  came  in  with  a  letter  authorizing  them 
to  act  as  brokers. 

Mr.  Hauerken:  Just  a  moment.  I  submit  the 
answer  is  not  responsive,  your  Honor^ 
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The  Court:  Yes.  It  is  beyond  the  scope  of  the 
question. 

Q.  (By  Mr.  Taylor) :  Let  me  ask  you  this,  Mr. 
Riteh,  on  or  about  February  6  of  1945  you  had 
contact  with  Otis  &  Browne  with  respect  to  this 
policy,  did  you?  A.     I  did,  yes. 

Q.  Did  they  present  any  document  to  you  at 
that  time  with  reference  to  the  subject  policy? 

A.  A  letter  signed  by  Mr.  A.  A.  Pagliero,  as 
near  as  I  can  recall.     [10] 

Q.  Did  you  make  any  notation  at  that  time 
with  regard  to  such  a  letter? 

A.  I  made  a  notation  on  that  copy  of  our  policy 
called  the  daily  report. 

Q.     Have  you  got  that  with  you? 

A.     I  have. 

Q.     Will  you  let  me  see  that,  please? 

A.     (The  witness  produces  document.) 

Q.  This  docmiient  that  you  have  handed  me  is 
the  daily  report  or  company  record  of  this  policy 
that  the  Merchants  had  issued  to  the  plaintiffs  in 
this  case,  is  that  right?  A.     Yes,  sir. 

Q.  Number  8604,  and  the  original  policy  having 
been  introduced  in  evidence  as  Plaintiffs'  Exhibit 
No.  1,  will  you  examine  that  daily  rej^ort 

The  Court:     Has  counsel  seen  it? 

Mr.  Hauerken:  I  have  not  seen  it,  no.  I  would 
like  to  see  this  just  a  moment. 

(The  document  was  exhibited  to  Mr  Hauer- 
ken.) 
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Q.  (By  Mr.  Taylor)  :  Will  you  examine  that 
daily  report,  please 

And  I  will  ask  this  be  marked  defendant's  ex- 
hibit for  identification. 

(The  docmnent  referred  to  was  marked  De- 
fendant's Exhibit  A  for  Identification.)     [11] 

Mr.  Hauerken:  That  was  offered  for  identifi- 
cation only? 

Mr.  Taylor :     Yes,  it  was,  Mr.  Hauerken. 

Q.  I  will  ask  you  to  examine  what  has  been 
marked  Defendant's  Exhibit  A  for  Identification, 
Mr.  Ritch,  and  show  me  where  on  that  document 
you  made  such  a  notation  as  to  such  a  letter  as  you 
referred  to  from  Otis  &  Browne. 

A.  A  notation  in  pencil  on  the  right-hand  corner 
— not  corner,  but  side  of  the  daily  report  made  at 
that  time. 

Q.  What  does  your  memorandum  in  that  respect 
state  1 

A.  ''Letter  signed  by  A.  A.  Pagliero  to  recog- 
nize Otis  &  Browne,  Incorporated,  as  their  brok- 
ers. ' ' 

Q.  And  does  that  refresh  your  recollection  as 
to  that  letter  which  was  presented  to  you  by  Otis 
&  Browne  at  that  time? 

A.  The  regular  letter  stating  that  they  were  to 
be  their  insurance  brokers. 

Q.  At  that  time  did  Otis  &  Browne  present  to 
you  anything  else  with  respect  to  such  policy? 

A.     Two  endorsements. 
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Q.  Two  endorsements.  Will  you  call  attention, 
please,  to  tlie  endorsements  that  you  refer  to  as 
havini^  been  presented  to  you  at  that  time  by  Otis 
&  Browne? 

A.  One  is  vv^hat  they  call  a  policy  form,  a  new 
amended  form  to  be  attached  to  the  policy,  mimeo- 
graphed, with  the  [12]  office  stamp  on  the  corner  of 
Otis  &  Browne,  Incorporated.  Another  was  the  at- 
tachment of  an  extended  coverage  endorsement. 

Q.  And  that  form  which  you  have  just  related 
is  a  mimeographed  form,  is  it  not,  of  two  pages  ? 

A,     Yes,  sir. 

Q.  And  I  wdll  call  your  attention  to  the  fact 
that  in  the  lower  left-hand  corner  of  the  first 
page  it  has  "Otis  &  Browne,  Incorporated,  Insur- 
ance, San  Francisco,  Los  Angeles,"  is  that  so? 

A.    Yes. 

Q.  And  the  other  document  as  to  the  extended 
coverage  endorsement. 

A.  The  other  document  as  to  the  extended  cov- 
erage endorsement. 

Q.  What  did  they  present  those  endorsements 
to  you  at  that  time  for? 

A.     To  be  signed  and  attached  to  the  policy. 

Q.     And  they  were  attached  to  such  policy? 

A.     They  were. 

Mr.  Taylor:  If  your  Honor  please,  I  w^ill  offer 
this  daily  report  as  defendant's  exhibit  next  in 
order. 

Mr.  Hauerken:  I  will  object  to  the  introduc- 
tion of  it,  your  Honor,  it  is  not  evidence.     It  was 
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used  merely  to  refresh  this  man's  recollection  of  a 
note  he  made  at  the  [13]  time.  It  does  not  amplify 
his  testimony.  It  is  a  self-serving  docmnent  to  that 
extent.  He  had  made  an  outright  statement  that 
a  letter  was  delivered  to  him.  This  was  used,  as 
I  understand  it,  merely  for  the  purpose  of  refresh- 
ing his  recollection 

The  Court:  Well,  I  understood  the  papers  were 
to  be  attached  to  the  policy. 

Mr.  Hauerken:  That  is  right,  and  the  policy  is 
in  evidence  with  the  attachments. 

Mr.  Taylor:  The  endorsements  have  been  at- 
tached. 

Mr.  Hauerken:  There  is  no  question  about  Otis 
&  Browne  having  presented — Otis  &  Browne  are 
insurance  brokers 

The  Court :  I  am  inclined  to  agree  with  you,  that 
the  memorandum  was  used  for  the  purpose  of  re- 
freshing the  memory  of  this  witness,  and  aside 
from  that  it  Avould  be  self-serving.  The  objection 
is  sustained. 

Mr.  Taylor:  Now,  if  your  Honor  please,  in 
furtherance  of  the  stipulation  that  has  been  signed 
and  to  complete  the  record  and  to  show  the  docu- 
ments that  were  referred  to  in  that  stipulation,  that 
is,  the  letters  requestmg  termination  of  the  liabil- 
ity by  the  Merchants  that  were  addressed  to  Otis 
&  Browne,  it  has  been  agreed  that  there  is  no  neces- 
sity for  the  originals  to  be  produced,  and  I  would 
therefore  like  to 

Mr.  Hauerken :  I  have  the  originals,  so  we  might 
as  well  have  them.     [14] 
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Mr.  Taylor:     All  right. 

(Mr.  Hauerken  hands  document  to  Mr.  Tay- 
lor.) 

Mr.  Hauerken:  Will  you  give  me  a  copy  of  it 
if  you  have  a  copy  ? 

Mr.  Taylor:     Yes;  I  have  one  here. 

Now,  if  your  Honor  please,  I  would  like  to  offer 
next  in  evidence  a  letter  on  the  letterhead  of  Mer- 
chants Fire  Assurance  Corporation,  pursuant  to  stip- 
ulation, dated  April  10,  1946,  that  was  addressed  to 
Otis  &  Browne,  Inc.,  233  Sansome  Street,  San  Fran- 
cisco, California,  which  reads  as  follows : 

"Will  you  kindly  cancel  this  policy  and  re- 
turn it  to  us  for  pro  rata  cancellation?  The 
company  has  requested  us  to  retire  from  the 
liability  because  we  are  no  longer  willing  to 
accept  this  classification.  If  you  would  prefer, 
we  can  send  cancellation  notice  direct  to  the 
assured.  HoweA^er,  we  will  not  do  so  unless  you 
•specifically  instruct  us." 

Mr.  Hauerken:  We  object  to  the  relevancy  of 
that  document,  your  Honor.  I  refer  your  Honor 
to  the  case  of  Lauman  vs.  Concordia  Fire  Insurance 
Co.,  in  which  it  was  held  substantially  that  a  firm 
whose  practice  and  custom,  in  relation  to  the  can- 
cellation of  insurance  policies,  is  to  protect  the  as- 
sured in  some  other  company,  if  possible,  and  to 
notify   him   of   the   concellation   of   his   policy   by 
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either  sending  him  a  new  policy  or  advising-  him 
that  they  cannot  replace  it,  and  requesting  a  return 
of  the  policy,  are  mere  [15]  brokers,  and  as  such 
are  without  authority  to  accept  notice  of  cancella- 
tion. ' 

And  the  case  goes  on  further  to  say  that  an  agency 
to  procure  insurance  is  ended  when  the  policy  is 
procured  and  delivered  to  the  principal,  and  the 
agent  has  no  power  after  the  policy  is  so  delivered 
to  consent  to  a  concellation,  or  to  accept  notice  of 
an  intended  cancellation  by  the  insurer;  and  that 
the  evidence  of  usage  to  give  notice  to  a  broker 
is  inadmissible  where  the  policy  requires  notice  to 
the  insured. 

There  are  a  number  of  cases  on  that  point.  I  just 
cited  one  to  show  the  attempt  to  cancel  through  the 
medium  of  a  broker  is  legally  without  effect. 

The  Court:     The  objection  is  overruled. 

Mr.  Taylor:  We  offer  that  letter  of  April  10th 
as  defendant's  exhibit  next  in  order, 

(The  document  referred  to  was  marked  De- 
fendant's Exhibit  No.  B.) 
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DEFENDANT'S  EXHIBIT  B 

[Letterhead]  Merchants  Fire  Assurance  Corpo- 
ration of  New  York. 

April  10,  1946. 
Otis  &  Browne,  Inc. 
233  Sansome  St., 
San  Francisco,  Calif. 

Gentlemen : 

Re:  Policy  #8604 
Technical  Porcelain  Co. 

Will  you  kindly  cancel  this  policy  and  return  it 
to  us  for  pro  rata  cancellation  ? 

The  Company  has  requested  us  to  retire  from 
the  liability  because  we  are  no  longer  willing  to 
accept  this  classification.  If  you  would  prefer,  we 
can  send  cancellation  notice  direct  to  the  assured. 
However,  we  will  not  do  so  unless  you  specifically 
instruct  us. 

Yours  very  truly, 
/s/  H.  F.  ROHRBACH, 
Manager. 
HFR:ES 

[Notation] :     Cane  P  R  4/10/46. 

[Stamped] :  Received  Otis  &  Browne,  Inc.,  Apr. 
11,  1946. 

[Endorsed]:     Filed  U.S.D.C.  Sept.  17,  1947. 

Mr.  Taylor:  Now,  if  your  Honor  ])lease,  ])ursu- 
ant  to  the  stipulation  of  facts,  we  would  next  like 
to  offer  in  evidence  a  letter  on  the  letterhead  of 
Merchants    Fire   Assurance    Corporation   of   New 
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York,    under    date    of    May    3d,    1946,    which    is 
addressed  to  Otis  &  Browne,  233  Sansome  Street, 
San  Francisco,  California,  reading  as  follows: 

"Re:  Policy  No.  8604,  Technical  Porcelain 
Company. 

"We  are  following  up  a  letter  written  to  you 
on  April  [16]  10th  asking  for  cancellation  of 
this  policy. 

"We    understood    that    you   were    going    to 
relieve    us    of    liability    as    soon    as    possible 
although  no  definite  date  was  set  for  the  termi- 
nation. 

"Will  you  kindly  follow  this  up  and  endeavor 
to  have  our  policy  returned  within  the  next  ten 
days'? 

"Yours  very  truly, 

"H.  F.  ROHRBACH, 
"Manager." 

At  the  bottom  of  that  letter  in  ink  is  the  following 
notation,  which  pursuant  to  the  stipulation  of  facts 
was  made  by  Otis  &  Browne  on  this  same  letter 
returned  to  Merchants:  "You  may  close  your  file 
as  this  has  been  replaced  as  of  April  10,  1946.  Policy 
is  at  Mechanics  Bank,  Richmond,  and  will  require' 
some  time  to  secure  unless  you  wish  to  send  cancel- 
lation notice  dated  ten  days  prior  to  April  10, 
1946." 

That  letter,  if  your  Honor  please,  bears  a  receipt 
stamp  of  Merchants  Fire  under  date  of  May  7,  its 
date  being  May  3,  1946. 
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Mr.  Hauerken:  There  is  no  question  as  to  the 
validity  of  the  document,  your  Honor. 

Mr.  Taylor:  I  am  just  stating  for  the  purpose 
of  completing  the  record  the  marks  appearing  on 
the  document.  It  also  bears  the  receipt  stamp  of 
Otis  &  Browne,  Incorporated,  under  date  of  May  4, 
1946,  indicating  it  was  received  by  Otis  &  Browne 
the  day  after  it  was  written  and  w^as  returned  [17] 
to  Merchants  by  them  on  May  7th, 

I  oifer  that  as  defendant's  exhibit  next  in  order. 

The  Court:  I  presume  you  make  the  same 
objection'? 

Mr.  Hauerken:  The  same  objection  as  to  the 
last  document. 

The  Court:     Overruled.    Received. 

(The    document    referred    to    was    marked 
Defendant's  Exhibit  C.) 

DEFENDANT'S  EXHIBIT  C 

[Letterhead]  Merchants  Fire  Assurance  Corpora- 
tion  of  New  York.  ^^^  3^  j94g 

Otis  &  Browne,  Inc., 
233  Sansome  St., 
San  Francisco,  Calif. 

Gentlemen : 

Re:  Policy  #8604 
Technical  Porcelain  Co. 

We  are  following  up  a  letter  written  to  you  on 
April  10  asking  for  cancellation  of  this  policy. 
We  understood  that  you  were  going  to  relieve  us 
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of  liability  as  soon  as  possible  although  no  definite 

date  was  set  for  the  termination. 

Will  you  kindly  follow  this  up  and  endeavor  to 
hflvc;  our  policy  returned  within  the  next  ten  days'? 
Yours  very  truly, 

/s/  H.  F.  ROHRBACH, 
Manager. 
HFR.ES 

[Stamjjed] :  Received  Otis  &  Browne,  Inc.,  May 
4,  1946.  Received  May  7,  1946.  Pacific  Dept. 
M.F.A.C. 

[Notation] :  You  may  close  your  file  as  this  has 
been  replaced  as  of  April  10,  1946.  Policy  is  at 
Mechanic's  Bank,  Richmond,  and  will  require  some 
time  to  secure  unless  you  wish  to  send  cancellation 
notice  dated  10  days  prior  to  April  10,  1946. 

[Endorsed] :  Filed  U.S.D.C,  Sept.  17,  1947. 

Mr.  Taylor :  That  is  all  as  far  as  this  witness  is 
concerned. 

Cross-Examination 
By  Mr.  Hauerken: 

Q.  Mr.  Fitch,  will  it  help  you  any  if  I  give  you 
this  policy,  the  original  policy  (handing  document 
to  witness)  ?  I  want  to  refer  to  some  dates.  I  think 
possibly  it  may  be  of  some  help  to  you.  What  is 
the  effective  date  of  that  policy  of  Merchants  Fire 
Insurance'?  It  is  on  the  policy,  Plaintiff's  Exhibit 
No.  1.  A.     June  26,  1944. 

Q.  Who  were  the  insurance  brokers  who  orig- 
inally procured  that  policy  from  you  for  the  plain- 
tiffs in  this  case? 
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A.  It  came  to  us  throiigli  the  general  agent, 
Elmer  H.  Cords. 

Q.  Isn't  it  a  fact  that  the  policy  was  placed  with 
your  general  agent  by  an  insurance  broker  in  Oak- 
land known  as  Myer  Lightner  &  Company? 

A.     Myer  Lightner  &  Company.  [18] 

Q.  So  the  insurance  broker  who  procured  this 
policy  was  Myer  Lightner  and  not  Otis  &  Browne? 

A.     They  were  the  original  brokers. 

Q.  Myer  Lightner  procured  this  policy  from 
you  for  the  plaintiffs? 

A.  No,  the  Cords  agency  wrote  it  over  in 
Oakland. 

Q.  The  Cords  Agency  was  agent  of  the  Mer- 
chants Fire  Assurance,  is  that  right  ?  A.     Yes. 

Q.  As  your  agents  they  accept  business  from 
insurance  brokers,  do  they  not?  A.     Yes. 

Q.  And  in  this  particular  case  your  agents,  the 
Cords  Company,  received  this  business  from  Myer 
Lightner,  insurance  brokers,  is  that  not  a  fact? 

A.  On  the  back  of  the  policy  there  is  an  inter- 
office memorandum  from  Myer  Lightner,  otherwise 
I  wouldn't  know. 

Q.  But  that  being  on  the  policy  tells  us  that 
Myer  Lightner  were  the  brokers  and  Cords  were 
the  agents? 

A.     They  were  brokers  up  to  the  time 

Q.  Just  answer  the  question.  I  am  asking  at  the 
time  the  policy  was  procured. 

A.     They  were  the  brokers. 

Q.     Now  attached  to  this  policy  is  this  mimeo- 
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graphed    statement    or    form    which    Mr.    Taylor 
referred  to,  dated  February  [19]  6,  1945.   You  saw 
that  form,  mimeographed  form,  did  you  not '? 

A.     Yes,  sir. 

Q.  That  is  the  form  that  you  referred  to  when 
you  testified  as  to  the  mimeographed  form  bearing 
the  name  of  Otis  &  Brown,  Inc.? 

A.     That  is  the  one. 

Q.     It  is  dated  February  6,  1945? 

A.     Right. 

Q.  Wlio  is  the  M.  C.  Brown  who  signed  this 
for  the  defendant? 

A.  A  clerk  who  was  attaching  the  endorsements 
to  the  policy,  a  young  lady  who  is  no  longer  with  me. 

Q.  As  you  say,  on  February  7,  some  one  from 
Otis  &  Browne  presented  to  you  a  letter  of  authori- 
zation signed  A.  A.  Pagliero? 

A.     On  or  about  that  date,  yes,  sir. 

Q.  Who  from  Otis  &  Browne  presented  that 
letter  to  you? 

A.  As  near  as  I  can  remember  Mr.  Browne  came 
in  with  the  letter  and  the  endorsement. 

Q.  You  say  as  near  as  you  can  remember.  Do 
you  have  a  definite  recollection  or  are  you  just 
assuming  that  it  must  have  been 

A.  That  is  over  two  years  ago.  There  are  a 
hundred  brokers 

Q.     You  can't  be  sure  who  presented  it? 

A.     Somebody  from  his  office.  [20] 

Q.     Where  is  that  letter,  Mr.  Ritch? 

A.     Mr.  Browne  took  it  with  him  promising  to 
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mail  a  copy  the  next  day.  He  only  had  one  original. 

Q.  You  sa}^  Mr.  Browne  took  it  with  him  and 
yet  you  are  not  entirely  sure  that  Mr.  Browne  is 
the  individual  who  came  in  with  it,  are  you? 

A.     As  sure  as  I  can  be. 

Q.     What  did  that  letter  say? 

A.  I  don't  remember  the  wording;  just  a  form 
letter  saying  Otis  &  Browne,  Incorporated 

Q.  Now  just  a  moment.  Do  you  remember  the 
wording  or  don't  you  remember  the  wording? 

A.  As  I  remember  the  exact  wording  it  was  just 
a  statement  naming  a  new  broker,  asking  the  com- 
pany to  recognize  Otis  &  Browne  as  its  insurance 
broker. 

Q.     That  is  all  it  said? 

A.  Well,  a  few  extra  words,  but  that  is  the 
common 

The  Court:  Just  that  general  statement?  There 
was  nothing  added  as  to  what  the  authority  was, 
was  there? 

A.  The  policy  number  and  everything,  asking 
the  company  to  recognize  Otis  &  BrowTie,  Incorpo- 
rated, as  their  insurance  brokers. 

Q.     It  had  upon  it  your  policy  number? 

A.     Policy  number 

Q.     This  particular  policy  number?  [21] 

A.  I  don't  remember  whether  the  policy  number 
was  on  that  letter  or  not,  but 

Q.  Well,  if  it  wasn't  this  policy  number  what 
was  it? 

A.  It  was  a  form  that  came  in  with  the  letter 
and  that  had  the  policy  number  on. 
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Q.     Was  there  more  than  one  number? 

A.     Just  one  policy  number  on  each  endorsement. 

Q.  (By  Mr.  Hauerken) :  Well,  this  letter  that 
you  referred  to,  was  it  attached  to  this  endorse- 
ment? Was  it  a  letter  saying,  "Attached  find 
endorsement  which  we  want  you  to  attach  to  our 
policy?" 

A.  No,  the  letter  was,  just  as  I  said,  asking  us 
to  recognize  Otis  &  Browne  as  their  insurance 
brokers. 

Q.     And  that  is  all  ?  A.     To  that  effect. 

Mr.  Hauerken :     You  are  sure  of  that.  That  is  all. 

Redirect  Examination 
By  Mr.  Taylor: 

Q.  Mr.  Fitch,  do  you  remember  whether  in  that 
letter  that  was  exhibited  to  you  at  the  time  these 
endorsements  were  exhibited  and  delivered  to  you 
for  attachment  to  this  policy  there  was  mentioned 
anything  with  respect  to  the  time  or  period  that 
the  party  was  to  recognize  Otis  &  Browne  as  insur- 
ance brokers? 

A.  Well,  the  letter  named  the  insurance  brokers 
from  that  date  on.  [22] 

Q.  It  said  something  to  the  effect  from  that 
date  on?  A.     Yes. 

Q.  I  see.  Do  you  remeniber  anything  else  with 
respect  to  what  was  in  that  letter? 

A.     In  what  way? 

Q.  Is  that  about  the  extent  of  what  was  said  or 
do  you  recall  anything  else  with  regard  to  it? 

A.     Just  asking  the  Merchants  Fire  to  recognize 
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Otis  &  Browne,   Incorporated,  as  their   insurance 

brokers. 

Q.  Do  you  recall  whether  it  was  on  a  letterhead 
or  plain  form  ?  A.     Recall  what  % 

Q.  Whether  it  was  on  a  letterhead  or  jDlain 
form?  A.     No,  I  don't. 

Mr.  Taylor:     You  don't.    That  is  all. 

The  Court:     Any  further  questions? 

Mr.  Hauerken:     No  further  questions. 

The  Court :     That  is  all. 

Mr.  Taylor :     That  is  all,  Mr.  Tich. 

Q.  Now,  if  your  Honor  please,  in  connection 
with  the  defendant's  case  that  is  all  of  the  evidence 
at  the  present  time.  I  wish  to  tender  here  in  court  a 
check  of  the  Merchants  Fire  Assurance  Company 
in  the  amomit  of  $209.36  covering  the  amount  of 
premium  as  of  April  10,  1946,  with  interest  to  date. 

That  is  all.  [23] 

Mr.  Hauerken:  I  don't  know  Avhether  that  is 
oifered  in  evidence  or  to  whom  it  is  tendered  or 
the  exact  purpose  of  it,  and  accordingly  I  don't 
know  what  I  should  say  in  response  to  this  parti- 
cular tender  other  than  if  it  is  tendered  to  the  plain- 
tiffs it  is  of  course  rejected. 

Mr.  Taylor:  It  is  of  course  tendered  to  the 
plaintiffs,  tendered  in  open  court. 

The  Court :     Well,  it  is  not  an  exhibit. 

Mr.  Hauerken :     It  is  nothing. 

The  Court:  If  it  is  tendered  and  rejected  I 
assume  it  should  now  be  returned  to  counsel  that 
offered  it. 

Mr.  Hauerken :     I  would  like  to  call  Mr.  Browne. 
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recalled  for  the  plaintiffs,  previously  sworn. 

Direct  Examination 
By  Mr.  Hauerken: 

Q.  Mr.  Browne,  your  firm — I  am  going  to  lead 
on  this,  if  I  may,  on  what  I  deem  to  be  immaterial. 

Mr.   Taylor:     That  is  all  right. 

Q.  (By  Mr.  Hauerken)  :  Your  firm  caused  to 
be  prepared  and  presented  to  Merchants  Fire 
Assurance  Company  this  endorsement  dated  Febru- 
ary 6,  1945,  is  that  correct? 

A.     That  is  correct. 

Q.  Did  Otis  &  Browne  or  you  procure  this  par- 
ticular Merchants  Fire  Assurance  Company  policy 
originally  for  the  [24]  plaintiffs  in  this  case? 

A.     No. 

Q.  Now  do  you  recall  whether  or  not  you  per- 
sonally, or  do  you  recall  who  in  your  firm  may  have 
presented  this  endorsement  of  February  6,  1945,  for 
the  Merchants  file? 

The  Couii::     First,  did  you? 

A.  It  is  possible,  your  Honor,  that  I  could  have. 
Of  course,  it  is  two  years  now 

Q.  You  have  no  independent  recollection  of 
whether  you  did  or  did  not  ? 

A.  I  probably  did.  Let's  say  for  argument's 
sake  that  I  did.  The  procedure,  if  I  may  tell  my 
story 

The  Court:  No,  confuie  yourself  to  answers  to 
questions. 
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Q.  (B}^  Mr.  Hauerken)  :  Now  did  you  or  your 
firm  at  the  time  that  you  prepared  and  presented 
this  endorsement  to  the  Merchants  have  a  letter 
from  the  plaintiffs  signed  by  A.  A.  Pagliero  which 
you  exlii])ited  and  showed  to  the  Merchants  Fire? 

A.    AVhat  kind  of  a  letter? 

Q.    Well,  a  letter 

The  Court:  You  heard  it  described  a  few  min- 
utes ago,  did  you  not,  by  Mr.  Ritch? 

A.     No,  there  was  no  such  letter. 

Q.  (By  Mr.  Hauerken)  :  Now  with  respect  to 
this  letter  of  [25]  April  the  lOtli  that  has  been 
offered  into  evidence 

And  by  the  way,  may  I  sa,y  for  the  benefit  of  the 
court  the  fire  we  are  talking  about  happened .  on 
May  22. 

The  Court:     That  is  in  the  stipulation. 

Mr.  Hauerken:     Yes. 

The  Witness:  Mr.  Hauerken,  in  view  of  all  of 
these  facts  I  would  like  to  put  in  a  few  points  if  I 
may 

Mr.  Hauerken:  No,  I  think  you  can't  do 
that 

The  Witness :     I  am  sorry. 

Mr.  Hauerken:  You  have  to  answer  questions 
that  counsel  propound.  If  your  answer  is  not  fully 
explanatory,  of  course,  I  think  you  have  the  right 
to  explain. 

The  Witness :  Is  there  any  law  that  requires  me 
to  answer  either  yes  or  no  to  a  question? 
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Mr.  Hauerken:  No,  you  may  explain  an  answer 
if  you  feel  a  yes  or  no  is  not  completely 

The  Court:     If  the  explanation  is  relevant. 

Q.  (By  Mr.  Hauerken)  :  Now  I  am  going  to 
show  you  a  letter  dated  April  10,  1945,  marked 
Defendant's  Exhibit  B;  when  you  received  that 
letter  did  you  inform  any  one  at  the  Technical  Por- 
celain of  having  received  this  letter*? 

A.     Is  this  what  is  called  the  first  letter? 

Q.  That  is  the  first  letter.  Let  me  change  the 
question.  Did  you  inform  any  one  at  the  Technical 
Porcelain  of  having  received  this  letter  at  any  time 
prior  to  the  fire?  [26]  A.     No. 

Q.  Now  take  the  next  letter,  of  May  3d,  marked 
Defendant's  Exhibit  C,  did  you  at  any  time  inform 
an}^  one  at  the  Technical  Porcelain  of  the  receipt 
of  that  letter  prior  to  the  fire?  A.     No. 

Q.  Did  you  tell  any  one  at  the  Technical  Porce- 
lain of  the  fact  that  you  had  procured  a  policy  of 
the  Home  Fire  &  Marine  Insurance  Company  in  any 
amount;  did  you  tell  them  that  prior  to  the  fire? 

A.     No. 

Q.  When  did  you  tell  any  one  of  the  Technical 
Porcelain  of  having  procured  a  policy  from  the 
Home  Fire  &  Marine  Insurance  Company  in  a  like 
amount  as  the  Merchants  Fire  Assurance  Company 
policy? 

A.     Approximately  a  week  after  the  fire. 

Q.     Who  did  you  tell  that  to? 

A.     To  Mr.  Antone  Pagliero. 

Q.     And  he  is  one  of  the  partners  in  the  firm? 
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A.     So  I  understood. 

Q.  What  did  Mr.  Pagliero  say  when  you  told 
him  that? 

A.     Well,  he  says  that  adds  up  to  315,000. 

Q.  Did  he  approve  of  your  having  cancelled  this 
policy  or  attempting  to  cancel  the  policy  of  Mer- 
chants, or  did  he  disapprove'?  [27] 

Mr.  Taylor:  Just  a  moment.  Object  to  that  on 
the  ground  that  it  is  incomjjetent,  irrelevant  and 
immaterial.  It  does  not  make  any  difference 
whether  the  plaintiffs  gave  any  approval  at  that 
time  or  not.  The  tire  had  occurred  and  the  rights 
wore  determined 

Mr.  Hauerken:  Let  me  ask  this:  Do  you  reject 
the  theory  of  ratification'? 

Mr.  Taylor :  Not  by  any  means.  We  contend  that 
the  exercise  of  the  rights  under  this  policy  was  the 
ratification  of  the  action  of  the  brokers  in  obtaining 
the  substitute  policy. 

The  Court:  Don't  you  think  it  is  competent  and 
material  as  to  the  question  of  ratification? 

Mr.  Taylor:  Well,  I  take  this  view  of  it,  that  as 
far  as  ratification  is  concerned  it  is  the  rights  that 
were  exercised  on  that  policy  and  not  what  he  told 
his  broker  at  that  time.  I  take  it  w^hat  counsel  is 
getting  at,  of  course,  is  the  position  that  the  man 
was  taking,  his  reasons  for  making  claim  under  the 
new  policy. 

The  Court:     Well,  I  will  receive  it.   Overruled. 

Mr.  Hauerken :  Will  you  read  the  question,  Mr. 
Reporter  ? 
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The  Witness :     Do  I  answer  that  1 

Mr.  Hauerken:     Yes. 

A.  He  didn't  indicate  that  he  wanted  the  Mer- 
chants policy  [28]  cancelled. 

Q.  Now,  in  your  dealings  with  Mr.  Pagliero's 
firm,  have  you  ever  cancelled  or  attempted  to  cancel 
any  other  policies  of  insurance  through  a  similar 
procedure  as  in  this  case*?  A.     No. 

Q.  What  licenses  does  your  firm  hold  from  the 
State  of  California  to  engage  in  the  insurance 
business  ? 

A.  We  hold  an  insurance  broker's  license, 
Lloyd's  license,  life  license,  the  usual  things 
necessary. 

Mr.  Hauerken:  Is  your  Honor  familiar  with 
the  type  of  licenses  under  the  Insurance  Code? 

The  Court :     Yes. 

Q.  (By  Mr.  Hauerken)  :  You  hold  an  insur- 
ance broker's  license?  A.     Yes. 

Q.     But  no  insurance  agent's  license? 

A.     Yes,  we  have  an  insurance  agent's  license. 

Q.     I  mean  other  than  life  insurance? 

A.  Yes,  we  have  an  insurance  agent's  license 
for  the  Employers  Liability  Assurance  Corporation 
and  the  Employers  Fire  Insurance  Company,  but 
none  other. 

Q.  But  other  than  that  is  your  business  that 
of  general  brokers?  A.    Yes. 

Mr.  Hauerken :     I  think  that  is  all.  [29] 


68  Antone  A.  Pagliero  et  dl.,  vs. 

(Testimony  of  Edward  Rambo  Browne.) 

Cross-Examination 
By  Mr.  Taylor: 

Q.  Mr.  Browne,  you  say  that  you  took  over  the 
representation  as  an  insurance  broker  of  the  plain- 
tiffs in  this  case  some  time  in  December  of  1944? 

A.     That  is  approximately  correct. 

Q.  And  as  the  questions  have  been  brought  out 
by  Mr.  Hauerken,  prior  to  that  time  as  to  fthis 
particular  policy  a  different  broker  had  acted  on  it, 
isn't  that  so?  A.     That  is  true. 

Q.  And  you  were  substituted  in  the  place  of 
that  broker  who  had  issued  the  policy  and  handled 
the  plaintiff's  insurance,  is  that  correct? 

A.     Our  firm  was  substituted. 

Q.  And  you  handled  from  and  after  that  time 
their  entire  insurance  portfolio,  did  you  not  ? 

A,     That  is  true. 

Q.  It  was  not  an  appointment  designating  you 
for  the  issuance  or  the  obtaining  of  any  single 
policy,  is  that  not  so?  A.     That  is  tiTie. 

Q.  As  a  matter  of  fact,  you  recall  in  this 
instance  a.s  to  the  premium  on  this  policy  as  to 
whether  it  was  paid  by  you  or  by  the  plaintiff  to  the 
defendant  in  this  case? 

A.  The  premium  was  not  paid  by  our  office 
because  we  did  not  procure  the  policy  originally. 
You  see,  when  we  tool:  [30]  over  we  merely  super- 
imposed what  we  considered  accurate  and  adequate 
coverage  on  an  existing  contract  and  there  was  no 
financial  transaction  and  it  had  some  time  to  run, — 
I  think  about  a  year  and  a  half  to  go. 
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Q.  The  presentation  in  sitnations  such  a;s  you 
have  here  where  you  have  taken  over  an  insurance 
line  from  another  broker — the  presentation  of  let- 
ters from  the  assured  under  the  policy  or  the  poli- 
cies in  the  schedule  designating  yon  an  insurance 
broker — the  presentation  of  letters  to  the  company 
or  companies  on  the  schedule  is  a  common  practice 
in  the  insurance  business,  isn't  if? 

A.  It  is  not  always  done.  It  is  sometimes  done. 
Whether  it  is  common  or  usual  I  can't  say.  On  this 
particular  risk  for  this  client  there  are  some  four- 
teen or  fifteen  companies  and  none  of  those  fourteen 
or  fifteen  companies  have  copies  of  letters  or  any 
other  record  of  presentation  of  letters  from  us. 

Q.  Would  you  say  they  had  no  record  of  any 
letters  of  presentation 

A.  They  w^ere  told  that  we  had  taken  over  and 
if  they  wanted  to  confirm  it  they  could  communi- 
cate with  the  original  agents  or  brokers  or  with 
the  property  owaier  direct. 

Q.  It  would  be  your  recollection  that  you  fol- 
lowed the  same  course  as  to  all  companies  on  the 
line  and  the  Merchants  the  same  way  ?  [31] 

A.  That  is  true,  and  we  have  been  in  business 
for  many  years  and  my  people  before  me  and  they 
have  taken  our  word  on  these  things. 

Mr.  Taylor:     That  is  all. 

Redirect  Examination 
By  Mr.  Hauerken: 

Q.     On  the  question  of  the  usual  practice  that 
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Mr.  Taylor  presented,  is  not  the  usual  practice  to 
secure  a  letter,  why  didn't  you  secure  such  a  letter 
in  this  case? 

A.  The  man  who  had  previously  handled  the 
insurance  in  a  brokerage  capacity  was  named  Meyer 
Lightner,  Incorporated.  Mr.  Pagliero  had  a  rather 
unpleasant  and  unfortunate  experience  and  Meyer 
Lightner  had  received  from  Mr.  Pagliero  a  letter 
similar  to  that  which  is  under  discussion  and  he 
found  that  his  insurance  was  grossly  mismanaged, 
in  accordance  with  his  findings  and  his  opinion,  and 
requested  that  Mr.  Meyer  or  Lightner  retire  as  his 
broker  and  Mr.  Lightner  refused  because  of  the 
letter  which  was  a  binding  contract  between  Pag- 
liero and  Lightner,  and  in  order  to  get  rid  of  Mr. 
Lightner  Mr.  Pagliero  had  to  pay  him  a  consider- 
able sum  to  get  him  to  relinquish  his  authority. 

Q.  As  a  matter  of  fact,  Lightner  sued  Mr. 
Pagliero?  A.     That  is  true. 

Q.  And  predicated  on  that  suit,  which  in  turn 
was  predicated  on  the  letter,  Mr.  Pagliero  had  to 
buy  his  peace?  [32] 

A.  That  is  true.  And  in  the  light  of  everything 
that  had  transpired  we  felt  it  was  rather  bad  taste 
for  us  to  ask  for  a  letter  of  appointment. 

Q.  And  that  is  how  you  know  you  would  have 
no  letter  in  your  file? 

A.  That  is  true.  I  searched  my  file  at  the  request 
of  Mr.  Taylor  of  Thornton  &  Taylor  and  I  informed 
Mr.  Taylor  that  I  had  found  no  such  letter,  and 
that  was  quite  some  time  ago. 
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Mr.  Hauerken:     That  is  all. 

The  Court:  You  undoubtedly  informed  Mr. 
Ritch  that  your  company  had  taken  over  the  busi- 
ness as  brokers,  is  that  true"?  A.     Yes. 

Q.     But  you  did  that  verbally?  A.     Yes. 

Recross-Examination 
By  Mr.  Taylor : 

Q.  Mr.  Browne,  the  language  used  on  Defend- 
ant's Exhibit  No.  C,  the  letter  of  May  3d,  the  nota- 
tion at  the  bottom  of  that  in  pen  and  ink  referring 
to  policy  having  been  replaced,  that  reference  to 
policy  replaced  referred  to  the  Home  Fire  &  Marine 
policy  that  had  been  issued  in  the  same  amount, 
did  it? 

A.  True,  and  I  would  like  to  call  your  attention 
to  the  fact  that  the  letter  previous  to  this  which  this 
is  a  followup  of  stated  that  if  they  received  word 
from  us  to  send  a  [33]  cancellation  notice  they 
would  do  so,  and  this  indicates  that  they  may  send 
their  cancellation  notice. 

Mr.  Taylor :     That  is  all,  your  Honor. 

Mr.  Hauerken:     That  is  all. 

The  Court:     That  is  all. 

ANTONE  A.  PAGLIERO 
called  for  the  plaintiffs,  sworn. 

Direct  Examination 
By  Mr.  Hauerken : 

Q.  Mr.  Pagliero,  what  insurance  broker  pro- 
cured this  policy  of  the  Merchants  Fire  Assurance 
Corporation  for  the  Technical  Porcelain  &  China- 
ware  Company?         A.     Meyer  Lightner  Company. 
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Q.  Did  Otis  &  Browne  have  anything  to  do  with 
procuring  this  policy  of  Merchants? 

A.     No,  sir. 

Q.  TIk^  Technical  Porcelain  &  Chinaware  Com- 
pany is  a  co-partnership,  is  that  correct? 

A.     Yes. 

Q.  And  the  partners  consist  of  John  Pagliero, 
your  father;  Arthur  Pagliero,  your  brother;  and 
yourself,  is  that  correct?  A.     Yes. 

Q.     Is  your  father  rather  elderly?  A.     Yes. 

Q.     And  your  brother  is  younger  than  you?  [34] 

A.     Yes,  sir. 

Q.  Who  is  actively  in  charge  of  the  operations 
of  the  company? 

A.     I  have  been  since  1922. 

Q.  And  who  has  been  actively  in  charge  of  mat- 
ters of  insurance? 

A.  I  have  been,  sir.  Due  to  our  past  experience 
on  a  fire  we  had — I  think  the  first  small  fire  we  had 
was  in  1937 — so  I  had  been  fully  responsible  for 
all  insurance  policies. 

Q.  As  a  result  of  that  fire  in  1937  you  became 
quite  insurance-minded?  A.     Yes,  sir. 

Q.     Realizing  tlie  importance  of  it?  A.     Yes. 

Q.  Now  did  your  company  ever  receive  any 
notice  of  cancellation  of  the  Merchants  Fire  Assur- 
ance policy?  A.     We  have  not. 

Mr.  Taylor:  Just  a  moment.  Your  Honor,  there 
is  no  issue  as  to  that.   This  would  be  irrelevant. 

The  Court:     Overruled. 
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The  Witness:  We  haven't  as  yet,  to  this  date, 
sir. 

Q.  (By  Mr.  Hauerken)  :  Did  you  ever  given 
any  one  authority  to  accept  cancellation  of  any 
policy  of  insurance?  A.     No.  [35] 

Mr.  Taylor:  Objected  to  on  the  ground  it  is 
incompetent,  irrelevant  and  immaterial. 

The  Court:     Overruled. 

A.     No,  sir. 

Q.  (By  Mr.  Hauerken) :  Did  you  ever  give 
any  one  authority  to  accept  the  cancellation  of  the 
Merchants  Fire  Assurance  policy  f  A.     No,  sir. 

Mr.  Taylor:  Same  objection,  if  your  Honor 
please,  and  on  the  ground  it  calls  for  an  opinion  and 
conclusion  of  the  witness. 

The  Court:  Sustained  on  that  ground,  it  calls 
for  a  conclusion. 

Mr.  Hauerken :  If  your  Honor  please,  I  think  he 
testified  he  handled  all  the  insurance  policies  in 
the  firm.  He  would  know  whether  or  not  he  ever 
gave  any  one  authority. 

The  Court :  Well,  it  is  a  conclusion  as  to  whether 
or  not  he  did,  but  what  he  said  or  what  he  wrote 
would  be  the  evidence  on  which  the  Court  would 
draw  the  conclusion. 

The  Witness :  Pardon  me,  I  don't  think  I  under- 
stand that. 

Q.  (By  Mr.  Hauerken)  :  That  is  all  right.  We 
will  bring  that  out.  When  were  you  notified  by 
Mr.  Browne  of  the  fact  of  his  having  received  some 
correspondence  from  the  Merchants  Fire  and  that 
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another  policy  in  a  similar  amount  had  been  [36] 

taken  outf 

A.  I  would  say  about  a  week  or  ten  days  after 
our  fire  of  May  22,  1946. 

Q.  What  did  you  say  when  Mr.  Browne  told 
you  about  thaf? 

Mr.  Taylor:  Objected  to,  if  your  Honor  please, 
on  the  ground  it  is  hearsay  and  incompetent,  irrele- 
vant and  immaterial. 

The  Court:     Sustained. 

Q.  (By  Mr.  Hauerken) :  Did  you  approve  of 
any  cancellation  of  the  Merchants  policy*? 

A.     No,  sir. 

The  Court:  You  had  heard  nothing  about  these 
letters  that  have  been  referred  to  prior  to  the  time 
of  the  fire?  A.     No,  sir. 

Q.  (By  Mr.  Hauerken)  :  And  when  you  did 
you  took  the  matter  up  with  me  ? 

A.  I  took  the  matter  up  with  my  attorney,  Mr. 
Hauerken. 

Q.  And  asked  me  what  your  legal  rights  in  the 
matter  were?  A.     That  is  right,  sir. 

Q.     And  that  was  after  the  fire  ? 
..:A.     Yes,  sir. 

Q.  You  never  returned  the  policy  to  the  com- 
pany but  kept  it  either  in  your  possession  or  my 
possession  at  all  times  after  the  fire?  [37] 

A.     Yes,  sir. 

Q.  Did  you  ever  give  Otis  &  Browne  a  general 
authority  to  handle  your  insurance  to  do  as  they 
saw  fit? 


Merchants  Fire  Asswr.  Corp.  75 

(Testimony  of  Antone  A.  Pagliero.) 

Mr.  Taylor:  Just  a  moment.  Objected  to  upon 
the  ground  it  is  incompetent,  irrelevant  and  imma- 
terial, leading  and  suggestive,  and  calling  for  an 
opinion  and  conclusion  of  the  witness. 

The  Court:  It  is  both  leading  and  suggestive 
and  calling  for  a  conclusion.    Sustained. 

Q.  (By  Mr,  Hauerken)  :  Did  you  ever  give 
Otis  &  Browne  any  writing  with  respect  to  your 
insurance  ? 

A.  No,  sir,  for  the  simple  reason  of  the  experi- 
ence we  had  with  Myer  Lightner  Company  and  the 
suit  we  had  with  Myer  Lightner  Company. 

Q.     Myer  Lightner  were  your  previous  brokers? 

A.     That  is  right. 

Q.  And  you  had  given  them  some  sort  of  a 
letter? 

A.  That  is  right,  appointing  them  as  exclusive 
brokers,  and  we  had  some  misunderstanding  on  that, 
so  I  in  turn  took  it  upon  myself  that  I  would  never 
give  anybody  exclusive  broker  rights. 

Q.     And  Myer  Lightner  sued  you  ? 

A.     That  is  right. 

Q.     And  we  compromised  that  suit? 

A.     That  is  right.  [38] 

Q.  And  that  is  the  reason  you  wouldn't  give  any 
letter  to  Otis  &  Browne  or  any  one  else? 

A.     That  is  right,  sir. 

Mr.  Haurken:     That  is  all. 

Mr.  Taylor :     No  questions. 

Mr.  Hauerken:  That  is  our  rebuttal  on  the 
affirmative  defense. 
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The  Court:     Both  sides  rest  now"? 

Mr.  Taylor:     Yes,  your  Honor. 

Mr.  Hauerken :  May  I  suggest  this,  your  Honor : 
There  are  a  number  of  cases  that  touch  upon  this 
point  and  I  think  that  perhaps  better  law  work  and 
better  assistance  can  be  given  to  the  Court  if  briefs 
were  filed,  and  I  suggest  that  to  you. 

Mr.  Taylor:  Whatever  suits  your  convenience, 
your  Honor,  I  am  prepared  to  do. 

The  Court:  Well,  of  course  you  gentlemen  have 
gone  in  this  and  the  law  involved  as  I  have  not  had 
the  opportunity  to  do,  and  I  would  like  to  have  the 
advantage  of  what  efforts  you  have  made.  If  you 
think  you  can  do  it  more  advantageously  by  Memo- 
randum, it  is  satisfactory  to  me. 

(Thereupon,  after  further  discussion,  the 
matter  was  ordered  submitted  on  briefs  10,  10 
and  5,  Mr.  Taylor  to  have  the  opening  and 
closing.)  [39] 
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Certificate  of  Reporter 

I,  Clarence  F.  Wight,  Official  Reporter,  certify 
that  the  foregoing  39  pages  comprise  a  true  and 
correct  transcript  of  the  matter  therein  contained 
as  reported  by  me  and  thereafter  reduced  to  type- 
writing, to  the  best  of  my  ability. 

/s/  CLARENCE  F.  WIGHT. 


[Endorsed]:  No.  11831.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  Antone 
A.  Pagliero,  John  B.  Pagliero  and  Arthur  J.  Pag-' 
liero,  Copartners,  Doing  Business  Under  the  Ficti- 
tious Firm  Name  and  Style  of  Technical  Porcelain 
&  Chinaware  Company,  Appellants,  vs.  Merchants 
Fire  Assurance  Corporation  of  New  York,  a  Corpo- 
ration, Appellee.  Transcript  of  Record.  Upon  Ap- 
peal from  the  District  Court  of  the  United  States 
for  the  Northern  District  of  California,  Southern 
Division. 

Filed  January  14,  1948. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit. 
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In  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  11831 

ANTONE  A.  PAGLIERO,  JOHN  B.  PAGLIERO 
and  ARTHUR  J.  PAGLIERO,  copartners 
Doing  Business  Under  the  Fictitious  Firm 
Name  and  Style  of  TECHNICAL  PORCE- 
LAIN &  CHINA  WARE  COMPANY, 

Appellants, 
vs. 

MERCHANTS  FIRE  ASSURANCE  CORPORA- 
TION OF  NEW  YORK,  a  Corporation, 

Appellee. 

APPELLANTS'  DESIGNATION  OF  PARTS 
OF  RECORD  NECESSARY  FOR  CONSID- 
ERATION AND  TO  BE  PRINTED 

In  accordance  with  the  provisions  of  Rule  19  (6) 
of  the  Rules  of  the  above-entitled  Court,  appellants 
Antone  A.  Pagliero,  John  B.  Pagliero  and  Arthur 
J.  Pagliero,  copartners  doing  business  under  the 
fictitious  firm  name  and  style  of  Technical  Porce- 
lain &  Chinaware  Company,  hereby  designate  as 
the  parts  of  the  record  necessary  for  consideration 
and  to  be  printed  each  and  every  part,  with  the 
exception  hereinafter  noted,  of  the  record  certified 
to  the  above-entitled  Court  by  the  Clerk  of  the 
United  States  District  Court,  in  and  for  the  South- 
em  Division  of  the  Northern  District  of  California, 
and  designated  in  Appellants'  Designation  of  Por- 


31  er chants  Fire  Assur.  Corp.  79 

tions  of  Record,  Proceedings,  and  Evidence  to  be 
Contained  in  Record  on  Appeal  heretofore  filed 
with  the  Clerk  of  the  United  States  District  Court, 
in  and  for  the  Sonthern  Division  of  the  Northern 
District  of  California. 

Of  the  f  onr  original  exhibits  certified  to  the  above- 
entitled  Court  by  said  Clerk,  the  following  only  are 
hereby  designated  as  part  of  the  record  necessary 
for  consideration  and  to  be  printed: 

(1)  The  following  portion  of  plaintiffs'  Exhibit 
No.  1: 

"Cancellation.  This  policy  shall  be  can- 
celled at  any  time  at  the  request  of  the 
insured,  in  which  case  the  company  shall, 
upon  surrender  of  this  policy,  refund  the 
excess  of  paid  premium  above  the  customary 
short  rates  for  the  expired  time.  This  policy 
may  be  cancelled  at  any  time,  without  ten- 
der of  unearned  portion  of  premium,  by  the 
company  by  giving  five  (5)  days'  written 
notice  of  cancellation  to  the  insured  and  to 
any  mortgagee  or  other  party  to  whom,  with 
the  written  consent  of  the  company,  this  pol- 
icy is  made  payable,  in  which  case  the  com- 
pany shall,  upon  surrender  of  the  policy  or 
relinquishment  of  liability  thereunder,  refund 
the  excess  of  paid  premium  above  the  pro 
rata  premium  for  the  expired  time. ' ' 

(2)  Defendant's  Exhibit  B. 

(3)  Defendant's  Exhibit  C. 
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In  addition  to  said  record  ai:>pellants  further  des- 
ignate as  part  of  the  record  necessary  for  considera- 
tion and  to  be  printed. 

(1)  This  Designation. 

(2)  Appellants'  Statement  of  Points  Relied  Upon 
On  Appeal  filed  in  the  above-entitled  Court. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Appellants. 

Receipt  of  a  copy  of  the  foregoing  Designation 
is  hereby  admitted  this  14th  day  of  January,  1948. 
THORNTON  &  TAYLOR, 
Attorneys  for  Appellee. 

[Endorsed]:     Filed  Jan.  14,  1948. 
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APPELLANTS'  STATEMENT  OF  POINTS 
RELIED  UPON  ON  APPEAL 

Appellants  Antone  A.  Pagliero,  John  B.  Pag- 
liero  and  Arthur  J.  Pagliero,  copartners,  doing 
business  under  the  fictitious  firm  name  and  style  of 
Technical  Porcelain  &  Chinaware  Company,  refer 
to  points  (1)  to  (5),  inclusive,  of  Appellants'  State- 
ment of  Points  Relied  Upon  On  Appeal  heretofore 
filed  with  the  Clerk  of  the  United  States  District 
Court,  in  and  for  the  Southern  Division  of  the 
Northern  District  of  California,  and  certified  to  the 
above-entitled  Court  by  said  Clerk  as  part  of  the 
record  on  appeal,  and  adopt  the  same  as  their 
Statement  of  Points  Relied  Upon  on  Appeal  in 
accordance  with  the  provisions  of  Rule  19  (6)  of 
the  Rules  of  the  above-entitled  Court. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 
Attorneys  for  Appellants. 

Receipt  of  a  copy  of  the  foregoing  Statement  Of 
Points  is  hereby  admitted  this  14th  day  of  January, 
1948. 

THORNTON  &  TAYLOR,    AM, 
Attorneys  for  Appellee. 

[Endorsed] :     PHed  Jan.  14,  1948. 
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STIPULATION,  APPLICATION  FOR  ORDER, 
AND  ORDER  DISPENSING  WITH 
PRINTING  OF  EXHIBIT 

Whereas  various  exhibits  were  introduced  in 
evidence  at  the  trial  of  the  above-entitled  action  in 
the  District  Court  of  the  United  States,  in  and  for 
the  Southern  Division  of  the  NortheiTi  District  of 
California ;  and 

Whereas  said  exhibits  were  transmitted  in  their 
original  form  by  the  Clerk  of  said  District  Court 
to  the  Clerk  of  the  above-entitled  Court  as  part  of 
the  record  on  appeal  in  said  action ;  and 

Whereas  plaintiffs'  and  appellants'  Exhibit  No.  1, 
being  the  insurance  policy  upon  which  said  action 
was  brought,  is  composed  of: 

(1)  The  printed  California  Standard  Form  Fire 
Insurance  Policy,  and 

(2)  Various  printed   and/or  mimeographed 
and/or  typewritten  endorsements;  and 

Whereas  it  is  deemed  by  the  parties  hereto  that 
the  effect,  relationship  and  relative  importance  of 
the  various  clauses  and  endorsements  of  said  pol- 
icy will  be  made  clearer  to  the  above-entitled  Court 
by  an  examination  of  the  original  of  said  policy 
than  by  an  examination  of  a  printed  copy  thereof: 

Now,  Therefore,  it  is  hereby  stipulated  by  and 
between  the  parties  hereto,  through  their  respective 
counsel,  that  no  part  of  plaintiffs'  and  appellants' 
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Exhibit  No.  1  need  be  printed  into  the  record  on 
api^eal,  and  that  the  whole  of  said  Exhibit  may,  in 
its  original  form,  be  deemed  a  part  of  the  record 
on  appeal  which  will  be  considered  by  the  above- 
entitled  Court  for  the  purpose  of  the  determination 
of  the  appeal  in  said  action. 

Pursuant  to  the  foregoing  Stipulation,  the  par- 
ties thereto  hereby  respectfully  apply  for  an  Order 
dispensing  with  the  printing  of  said  Exhibit  No.  1 
and  in  lieu  thereof  making  the  whole  of  said 
Exhibit,  in  its  original  form,  a  part  of  the  record 
on  appeal  which  will  be  considered  by  the  above- 
entitled  Court  for  the  purpose  of  the  determination 
of  the  appeal  in  said  action. 

Dated:  San  Francisco,  California,  this  28th  day 
of  January,  1948. 

/s/  GEORGE  H.  HAUERKEN, 
HAUERKEN,  AMES  & 
ST.  CLAIR, 

Attorneys  for  Appellants. 

/s/  EVANS  M.  TAYLOR, 
/s/  THORNTON  R.  TAYLOR, 
Attorneys  for  Appellee. 

It  Is  So  Ordered. 

Dated:  San  Francisco,  California,  this  28th  day 
of  January,  1948. 

/s/  FRANCIS  A.  GARRECHT, 

United  States  Circuit  Judge. 

[Endorsed]:     Filed  Jan.  29,  1948. 
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No.  11,831 

IN  THE 

United  States  Circuit  Court  of  Appeals 

For  the  Ninth  Circuit 


Antone  a.  Pagliero,  John  B.  Pagliero 
and  Arthur  J.  Pagliero,  co-partners 
doing  business  under  the  fictitious  firm 
name  and  style  of  Technical  Porcelain 
&  Chinaware  Company, 

Appellants, 
vs. 

Merchants  Fire  Assurance  Corpora- 
tion OF  New  York  (a  corporation), 

Appellee. 


APPELLANTS'  OPENING  BRIEF. 


This  is  an  appeal  to  the  United  States  Circuit  Court 
of  Appeals  for  the  Ninth  Circuit,  from  a  final  judg- 
ment of  the  United  States  District  Court  for  the 
Southern  Division  of  the  Northern  District  of  Cali- 
fornia. 


JURISDICTION  OF  THE  DISTRICT  COURT  AND  OF 
THIS  HONORABLE  COURT. 

This  action  was  originally  brought  by  appellants 
in  the  Superior  Court  of  the  State  of  California,  in 
and  for  the  County  of  Contra  Costa,  to  recover  upon 
a  policy  of  fire  insurance  issued  to  appellants  by  ap- 
pellee. Uj^on  petition  of  appellee  it  was  subsequently 
removed  to  the  District  Court,  presumably  under  Sec- 
tion 71,  28  U.  S.  Code.  The  action  being  of  a  civil 
nature,  the  parties  citizens  of  different  states,  and  the 
amount  in  controversy  in  excess  of  $3000.00,  exclusive 
of  interest  and  costs,^  the  District  Court  had  juris- 
diction under  Section  41(1),  28  U.  S.  Code. 

The  appellate  jurisdiction  of  this  Honora]:)le  Court 
rests  upon  Section  225,  28  U.  S.  Code,  which  gives 
the  Circviit  Courts  of  Appeals  of  the  United  States 
jurisdiction  to  review  by  appeal  final  decisions  of  the 
District  Courts  in  all  cases  save  where  direct  review 
may  be  had  in  the  Supreme  Court  under  Section  345, 
28  U.  S.  Code.  No  direct  review  of  this  case  can  be 
had  in  the  Supreme  Court  under  Section  345,  28 
U.S.  Code. 

The  notice  of  appeal  to  this  Honorable  Court  (see 
p.  31  of  printed  record)  was  filed  on  December  5, 
1947,  within  thirty  days  of  the  entry  of  the  judgment 
in  the  District  Court. 


'  See  complaint,  page  2  of  printed  record. 


STATEMENT  OF  THE  CASE. 
In  June,  1944,  appellee,  who  will  hereinafter  some- 
time be  referred  to  as  Merchants,  issued  a  policy  of 
fire  insurance  to  appellants,  who  will  hereinafter 
sometime  be  referred  to  as  Pagliero.  The  policy  was 
in  the  amount  of  $15,000.00,  and  was  to  run  for  a 
term  of  three  years.  In  the  early  part  of  1945,  Otis 
&  Browne,  Inc.,  became  Pagliero's  insurance  brokers 
and,  in  February  of  that  year,  acting  as  such  brokers, 
they  caused  Merchants  to  modify  rather  extensively 
the  coverage  of  the  policy  previously  issued  by  Mer- 
chants to  Pagliero.  It  may  in  fact  be  said  that  Otis 
&  Browne  procured  for  Pagliero  what  amounted  to  a 
new  policy.  At  about  the  same  time,  and  still  acting 
as  Pagliero's  brokers,  Otis  &  Browne  either  procured 
entirely  new  policies  for  Pagliero  in  companies  in 
which  Pagliero  had  previously  not  been  insured,  or 
caused  companies  in  which  Pagliero  was  insured  at 
the  time  to  modify  the  coverage  of  their  policies  as 
had  been  done  by  Merchants. 

The  policy,  like  all  California  standard  form  fire 
insurance  i^olicies,  contained  a  cancellation  clause 
providing  that  it  might  be  cancelled  by  Merchants  ''by 
giving  five  (5)  days'  written  notice  of  cancellation 
to  the  insured' \  (Italics  supplied.)  It  admittedly 
contained  no  other  clause  under  which  it  could  in  any 
other  way  be  cancelled  by  Merchants. 

For  the  next  fourteen  months  Merchants  had  no 
dealings  whatever  with  either  Pagliero  or  Otis  & 
Browne.  On  April  10, 1946,  however.  Merchants  wrote 
to  Otis  &  Browne  asking  them  to  cancel  the  policy. 


That  letter  remained  unanswered  and  Merchants  ac- 
cordingly wrote  again  to  Otis  &■  Browne  on  May  3, 
1946,  asking  them  to  "follow  up"  on  the  letter  of 
April  10th.  Otis  &  Bro\^me  then  answered  that  Mer- 
chants could  "close  your  file"  as  the  policy  had  been 
"replaced  as  of  April  10,  1946".  Upon  receipt  of 
Merchants'  first  letter,  Otis  &  Browne  had  in  fact 
procured  from  the  Home  Fire  and  Marine  Insurance 
'Company  a  policy  in  Pagliero's  name  covering  the 
same  property  and  in  the  same  amount  as  that  of 
Merchants. 

Pagliero  did  not  learn  until  after  May  22,  1946, 
that  Merchants  had  requested  Otis  &  Browne  to 
"cancel"  and  that  Otis  &  Browne  had  "replaced" 
tlie  policy.  On  that  day,  however,  the  insured  property 
was  damaged  by  fire  in  the  sum  of  almost  $465,000.00. 
To  cover  that  loss  Pagliero  had  policies  which,  in- 
cluding the  policy  of  Merchants  and  that  of  the  Home 
Fire  and  Marine  Insurance  Company,  amounted  to  a 
total  face  value  of  $315,000.00. 

Pagliero  made  claim  under  all  policies  and  the 
Home  Fire  and  Marine  Insurance  Company  paid  its 
share  of  the  loss.  Merchants,  however,  denied  liability 
under  its  policy  on  the  ground  that  it  had  been  can- 
celled before  the  fire,  and  this  action  ensued. 

Merchants  admittedly  did  not  comply  wdth  the  can- 
cellation clause.  Since  Pagliero's  right  to  recover  de- 
pends upon  whether  or  not  the  policy  was  in  effect  at 
the  time  of  the  fire  and  since  the  policy  contained  no 
other  clause  under  which  it  could  in  any  other  way  be 
cancelled  by  Merchants,  Pagliero  can  be  said  to  have 


made  a  prima  facie  case  by  establishing  that  he  was 
not  given  by  Merchants  the  five  days'  written  notice 
of  cancellation  jjrovided  for  in  the  j^olicy.  In  an 
attempt  to  overcome  this  prima  facie  case,  Merchants 
raised  certain  issues  by  way  of  an  affirmative  defense. 
It  was  stipulated  before  the  trial  that  these  issues 
were  the  only  issued  involved  and,  as  to  them,  the 
burden  of  proof  was  of  course  upon  jMerchants. 

Thus,  the  case  was  virtually  tried  on  an  agreed 
statement  of  facts,  with  the  issues  stipulated  to  be 
as  follows: 

1.  The  extent  of  the  authority  of  Otis  & 
Browne,  Inc.  as  insurance  brokers  for  plaintiff. 

2.  The  legal  effect  of  the  acts  and  conduct  of 
Otis  &  Browne,  Inc.  in  obtaining  a  policy  of  in- 
surance in  a  similar  amount  on  the  same  prop- 
erty with  the  Home  Fire  &  Marine  Insurance 
Co.,  after  their  receipt  of  defendant's  request  for 
cancellation  of  its  policy. 

3.  The  legal  effect  of  plaintiffs'  having  made 
claim  for  and  having  collected  the  full  amount 
due  under  the  said  policy  of  the  Home  Fire  & 
Marine  Insurance  JCo." 

(See  printed  record,  p.  15.) 

The  trial  Court  gave  judgment  for  Merchants  after 
finding  that  all  the  acts  of  Otis  &  Browne  were  per- 
formed within  the  scope  and  authority  of  their  em- 
ployment as  Pagliero's  insurance  brokers.  The  Court 
concluded  that  there  had  been  a  "substitution"  of 


policies  and  that  the  policy  of  Merchants  was  no 
longer  in  effect  at  the  time  of  the  fire. 

The  Court  also  concluded  that  Pagliero  ratified 
after  the  fire  the  acts  of  Otis  &  Browne  and  the  "sub- 
stitution" of  one  policy  for  the  other,  without  mak- 
ing it  clear,  however,  how  acts  performed  by  an  agent 
tvithin  the  scope  and  authority  of  his  employment 
can  be  ratified  by  the  principal. 

It  is  appellants'  contention  that  the  acts  of  Otis  & 
Browne  were  not  performed  within  the  scope  and  au- 
thority of  their  employment;  that  they  were  not  rati- 
fied after  the  fire;  that  there  was  no  "substitution" 
of  policies,  and  that  the  policy  of  Merchants  was  in 
effect  at  the  time  of  the  fire. 


SPECIFICATION  OF  ERRORS. 

(1)  The  Court  erred  in  finding  and  holding  that 
the  acts  of  Otis  &  Browne  were  performed  within 
the  scope  and  authority  of  their  employment  as 
Pagliero 's  insurance  brokers. 

(2)  The  Court  erred  in  admitting  in  evidence  de- 
fendant's Exhibits  B  and  C,  as  these  exhibits  were  not 
shown  to  have  been  sent  by  Merchants  to  an  agent  of 
Pagliero  authorized  to  receive  and  act  upon  them. 

Exhibit  "B"  is  as  follows: 


*' (Letterhead)  Merchants  Fire  Assurance 
Corporation  of  New  York 

April  10,  1946 
Otis  &  Browne,  Inc. 
233  Sansome  Street 
San  Francisco,  Calif. 

Gentlemen : 

Re:  Policy  #8604 
Technical  Procelain  Co. 

Will  you  kindly  cancel  this  policy  and  return 
it  to  us  for  pro  rata  cancellation? 

The  Company  has  requested  us  to  retire  from 
the  lial)ility  because  we  are  no  longer  willing  to 
accept  this  classification.  If  you  would  prefer, 
we  can  send  cancellation  notice  direct  to  the  as- 
sured. However,  we  will  not  do  so  unless  you 
specifically  instruct  us. 

Yours  very  truly, 

/s/    H.  F.  Rohrbach 
Manager" 
(p.  54  of  printed  record.) 

Exhibit  "C"  is  as  follows: 

"(Letterhead)  Merchants  Fire  Assurance 
Corporation  of  New  York 

May  3,  1946 
Otis  &  Browne,  Inc., 
233  Sansome  St., 
San  Francisco,  Calif. 

Gentlemen : 

Re:  Policy  #8604 
Technical  Porcelain  Co. 

We  are  following  up  a  letter  written  to  you  on 
April  10  asking  for  cancellation  of  this  policy. 
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We  understood  tliat  you  were  going  to  relieve 
us  of  lial)ility  as  soon  as  possible  although  no 
definite  date  was  set  for  the  termination. 

Will  you  kindly  follow  this  uj)  and  endeavor 
to  have  our  policy  returned  within  the  next  ten 
days? 

Yours  very  truly, 

/s/    H.  F.  Rohrbach, 
Manager 

(Notation)  :  You  may  close  your  file  as  this 
has  been  replaced  as  of  April  10,  1946.  Policy  is 
at  Mechanic's  Bank,  Richmond,  and  will  require 
some  time  to  secure  unless  you  wish  to  send  can- 
cellation notice  dated  10  days  prior  to  April  10, 
1946." 

(p.  56  of  printed  record.) 

The  following  objections  were  made  by  Pagliero  to 
the  admission  of  Exhibit  ''B": 

''Mr.  Hauerken.  We  object  to  the  relevancy 
of  that  document,  your  Honor.  I  refer  your 
Honor  to  the  case  of  T^auman  v.  Concordia  Fire 
Insurance  Co.,  in  which  it  w^as  held  substantially 
that  a  firm  whose  practice  and  custom,  in  relation 
to  the  cancellation  of  insurance  policies,  is  to  pro- 
tect the  assured  in  some  other  company,  if  pos- 
sible, and  to  notify  him  of  the  cancellation  of  his 
policy  by  either  sending  him  a  new  policy  or  ad- 
vising him  that  they  cannot  replace  it,  and  re- 
questing a  return  of  the  policy,  are  mere  brokers, 
and  as  such  ai'e  without  authority  to  accept  notice 
of  cancellation. 

And  the  case  goes  on  further  to  say  that  an 
agency  to  procure  insurance  is  ended  when  the 


policy  is  procured  and  delivered  to  the  principal, 
and  the  agent  has  no  power  after  the  policy  is  so 
delivered  to  consent  to  a  cancellation,  or  to  ac- 
cept notice  of  an  intended  cancellation  by  the  in- 
surer; and  that  the  evidence  of  usage  to  give 
notice  to  a  broker  is  inadmissible  where  the  policy 
requires  notice  to  the  insured. 

There  are  a  number  of  cases  on  that  point.  I 
just  cited  one  to  show  the  attempt  to  cancel 
through  the  medium  of  a  broker  is  legally  with- 
out effect. 

The  Court.     The  objection  is  overruled." 

(pp.  52-53  of  printed  record.) 

The  same  objection  was  made  by  Pagliero  to  the 
admission  of  Exhibit  ' '  C  " : 

"The  Court.  I  presume  you  make  the  same 
objection*? 

Mr.  Hauerken.  The  same  objection  as  to  the 
last  document. 

The   Court.     Overruled.     Received." 

(p.  56  of  printed  record.) 

(3)  The  Court  erred  in  holding  that  Pagliero  rati- 
fied the  acts  of  Otis  &  Browne  and  the  replacement  of 
one  policy  by  the  other. 

(4)  The  Court  erred  in  holding  that  there  was  a 
"substitution"  of  one  policy  for  the  other. 
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ARGUMENT. 

(1)  THE  COURT  ERUED  IN  FINDING  AND  HOLDING  THAT  THE 
ACTS  OF  OTIS  &  BROWNE  WERE  PERFORMED  WITHIN  THE 
SCOPE  AND  AUTHORITY  OF  THEIR  EMPLOYMENT  AS 
PAGLIERO'S  INSURANCE  BROKERS. 

There  is  no  evidence  in  the  record  tending  to  show 
that  Otis  &  Browne  were  either  specifically  or  gen- 
erally authorized  to  do  those  acts.  Nor  is  there  any 
evidence  in  the  record  tending  to  show  that  they  were 
general  insurance  agents  for  Pagiiero.  On  the  con- 
trary, the  only  evidence  in  the  record  shows  that  they 
were  only  Pagiiero 's  insurance  brokers.  As  such,  and 
without  prior  additional  aiithority,  they  were  not  au- 
thorized to  do  the  acts  which  the  Court  found  that 
they  were  authorized  to  do. 

There  is  some  conflict  in  the  evidence  on  the  ques- 
tion of  whether  written  authority  was  given  Otis  & 
Browne  by  Pagiiero.  Mr.  Browne,  President  of  Otis 
&  Browne,  testified  that  no  such  authority  was  given. 
Mr.  Pagiiero,  appellants'  managing  partner,  testified 
that  no  such  authority  was  given.  The  credi1)ility  of 
his  testimony  to  that  effect  is  enhanced  by  his  testi- 
mony as  to  his  reasons  for  not  giving  his  new  brokers 
any  written  authority.  Mr,  Pagiiero  testified  as  fol- 
lows : 

"Q.  (by  Mr.  Hauerken).  Bid  you  ever  give 
Otis  &  Browne  any  writing  with  respect  to  your 
insurance  ? 

A.  No,  sir,  for  the  simple  reason  of  the  ex- 
perience we  had  with  Myer  Lightnei'  Company 
and  the  suit  we  had  with  Myer  Lightner  Com- 
pany. 
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Q.     Myer  Lightner  were  your  previous  brokers  ? 

A.     That  is  right. 

Q.  And  you  had  given  them  some  sort  of  a 
letter? 

A.  That  is  right,  appointing  them  as  exclu- 
sive brokers,  and  we  had  some  misunderstanding 
on  that,  so  I  in  turn  took  it  upon  myself  that  I 
would  never  give  any])ody  exclusive  broker  rights. 

Q=     And  Myer  Lightner  sued  you  I         i 

A.    That  is  right. 

Q.     And  we  compromised  that  suit? 

A.     That  is  right. 

Q.  And  that  is  the  reason  you  wouldn't  give 
any  letter  to  Otis  &  Browne  or  any  one  else  ? 

A.    That  is  right,  sir." 

(See  printed  record  p.  75.) 

As  against  the  testimony  of  the  two  persons  who 
knew  best,  Merchants  produced  the  testimony  of  its 
underwriter  who  thought  that  he  rememl^ered  having 
lieen  shown  in  Februar}^,  1945,  some  written  author- 
ization given  Otis  &  Browne  by  Pagliero.  That  con- 
flict, however,  does  not  have  to  be  resolved,  for  it  is  a 
conflict  only  as  to  whether  a  writing  was  given.  On 
the  more  important  question  of  the  extent  of  Otis  & 
Browne's  authority,  whether  it  be  written  or  not,  the 
evidence  is  without  conflict.  The  underwriter  himself 
was  quite  specific  as  to  the  contents  of  the  writing  al- 
legedly sho\\m  him  l)y  Otis  &  Browne;  that  writing 
ivent  no  further  than  to  appoint  them  Pagliero' s  in- 
surance brokers.    (See  printed  record  ]>.  60.) 

It  is  of  course  admitted  that  Otis  &  Browne  were 
Pagliero 's  insurance  brokers  at  the  time.    There  is, 
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however,  no  evidence  that  they  were,  as  Merchants 
contended  in  the  trial  Court  and  will  undoubtedly 
contend  before  this  Honorable  Court,  '' general  insur- 
ance agents^'  for  Pagliero.  On  the  contrary,  the  evi- 
dence shows  without  conflict  that  they  were  not  such 
general  insurance  agents.  From  the  e\4dence  in  tlie 
record,  and  it  must  be  remembered  that  upon  that 
issue  the  burden  of  proof  is  upon  Merchants,  it  can- 
not possibly  be  inferred  that  the  actual  authority 
given  Otis  &  Browne  was  broader. 

The  question  then  presents  itself  as  to  whether  an 
insurance  broker,  whom  his  principal  simply  em- 
powers to  procure  a  policy,  becomes  by  operation  of 
law  empowered  to  cancel  that  policy.  It  is  well  settled 
that  the  law  does  not  increase  his  authority,  as  Mer- 
chants would  have  it  increased,  and  that  he  remains 
empowered  to  do  only  what  his  principal  authorizes 
him  to  do  and  no  more. 

Since  the  present  case  is  before  this  Court  simply 
on  the  ground  of  diversity  of  citizenship,  the  Cali- 
fornia law  is  the  applical^le  law.  In  the  case  of 
Laurnan  v.  Concordia  Fire  Insurance  Compayiy,  50 
Cal.  App.  609,  195  P.  951,  tlie  defendant  insurance 
company  contended,  as  Merchants  does  in  this  case, 
that  its  policy  had  been  cancelled  before  the  fire.  The 
answer  to  that  contention  depended  upon  the  extent 
of  the  authority  of  plaintiff's  broker,  to  whom  the 
company  had  given  notice  of  cancellation.  The  Court 
held  that  the  broker  Avas  not  authorized  to  receive 
notice  of  cancellation  on  the  ground  that  ^'a,n  agency 
to  procure  insurance  is  ended  when  the  policy  is  pro- 
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cured  and  delivered  to  the  principal,  and  the  agent  has 
no  potver  after  the  policy  is  so  delivered  to  consent  to 
a  cancellation  or  to  accept  notice  of  an  intended  can- 
cellation hy  the  insurer."  (50  Cal.  App.  at  p.  618; 
italics  supplied;  to  the  same  effect  are:  Emery  v.  Pa- 
cific Employers  Ins.  Co.,  8  Cal.  (2(i)  663,  672,  67  P. 
(2d)  1046;  Quong  Tiie  Sing  v.  Anglo  Nevada  Assur. 
Corp.,  86  Cal.  566,  571,  25  Pac.  58 ;  Lauman  v.  Spring- 
field Fire  etc.  Ins.  Co.,  184  Cal.  650,  652,  195  Pac.  50; 
Hooker  v.  American  Indemmity  Co.,  12  Cal.  App.  (2d) 
116,  120;  54  P.  (2d)  1128;  Cronenwett  v.  Iowa  Under- 
writers etc.  Co.,  44  Cal.  App.  571,  575,  186  Pac.  824; 
Tarleton  v.  BeVeuve  (CCA.  9th),  113  Fed.  (2d)  290, 
299.)  In  the  Quong  Tue  Sing  case,  cited  supra,  the 
Court  used  language  which  seems  made  to  order  for 
the  present  case: 

''There  is  an  entire  lack  of  any  evidence  even 
tending  to  show  that  Brandon  (the  broker)  had 
any  authority  *  *  *  to  accept  a  cancellation  of 
it  on  any  terms,  unless  such  agency  is  estab- 
lished by  a  mere  showing  that  he  was  the  appel- 
lant's agent  in  procuring  the  insurance.  That  an 
agent  authorized  to  procure  insurance  is  not 
thereby  made  the  agent  of  the  insured  to  cancel 
the  policy  is  well  settled." 
(86  Cal.  at  571.) 

Nor  can  it  be  contended  that  Otis  &  BroAvne  had  at 
least  ostensible  authority  to  act  upon  a  request  for 
cancellation  or  to  otherwise  agree  to  a  cancellation  of 
the  policy.  It  is  elementary  that  the  question  of 
whether  an  agent  has  ostensible  authority  to  do  a 
certain  act  is  to  be  determined  by  the  conduct  or  dec- 
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larations  of  the  principal  and  not  by  the  conduct  or 
declaration  of  the  agent.  {Pacific  Ready-Cut  Homes, 
Inc.  V.  Seeher,  205  Cal.  690,  694,  272  Pac.  519;  Hansen 
V.  Farmers  Auto.  Inter-Ins.  Exch.,  139  Cal.  App.  388, 
393,  34  P.  (2d)  188;  Christian  v.  Rice  Growers  Assn., 
50  Cal.  App.  (2d)  617,  621,  123  P.  (2d)  534.)  We 
must  accordingly  again  look  at  the  facts  to  determine 
what  may  have  been  done  or  said  by  Pagliero  that  led 
Merchants  to  believe  that  Otis  &  Browne  were  au- 
thorized to  do  more  than  procure  a  modified  policy 
from  Merchants.  The  most  that  was  done  by  Pagliero 
was  to  give  Otis  &  Browne  written  authorit}^  to  act  as 
his  insurance  ])rokers.  That  written  authority  (if  any 
there  was)  was  shown  to  Merchants  and  Merchants 
was  accordingly  led  to  ])elieve  that  Otis  &  Browne 
were  authorized,  as  in  fact  they  were,  to  procure  for 
Pagliero  a  modified  policy  of  fire  insurance.  Pagliero 
did  nothing  else  in  the  next  sixteen  months  that  might 
lead  Merchants  to  believe  that  Otis  &  Browne  had 
any  broader  authority.  In  fact  Pagliero  had  no  deal- 
ings whatever  with  Merchants  until  after  the  fire. 
Nor  did  Otis  &  Browne  themselves  have  any  dealings 
with  Merchants,  with  respect  to  Pagliero 's  policy,  for 
the  fourteen  months  that  followed  their  procurement 
of  a  modified  policy.  On  April  10,  1946,  however,  a 
letter  was  sent;  not  by  Pagliero  to  Merchants;  not  by 
Otis  &  Browne,  purporting  to  act  for  Pagliero,  to 
Merchants;  but  by  Merchants  to  Otis  &  Browne.  In 
other  words,  fourteen  months  after  Otis  &  Browme 
had  procured  a  policy  for  Pagliero,  Merchants  sought 
them  out  with  a  request  that  that  policy  be  cancelled. 
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Merchants  now  contends  that  it  was  led  to  believe 
that  the  extent  of  Otis  &  Browne's  authority  was 
much  broader  than  it  was  in  fact.  We  have  shown 
that  Pagliero  did  nothing  to  lead  Merchants  to  such 
a  belief  and  that  such  a  belief  would  have  been  justi- 
fied only  to  the  extent  that  it  was  induced  by  Pagliero. 
We  now  propose  to  show  that,  in  jipril  and  May,  1946, 
Merchants  itself  did  not  ])elieve  that  Otis  &  Browne 
were  authorized  to  act  upon  a  request  for  cancellation 
or  otherwise  agree  to  a  cancellation  of  the  policy.  All 
that  Merchants  knew  was  that  Otis  &  Browne  were 
Pagliero 's  brokers  and  that  as  such  they  had  been 
authorized,  fourteen  months  pre^dously,  to  procure  a 
modified  polic,y  for  Pagliero.  Merchants  also  knew 
the  law  applicable  to  such  a  situation  and  was  un- 
doubtedly familiar  with  the  case  of  Laum-an  v.  Con- 
cordia Fire  Insurance  Company,  cited  supra,  and  the 
numerous  other  cases  to  the  same  effect.  On  April 
10,  1946,  knowing  the  facts  and  the  law  applicable 
to  those  facts,  Merchants  wrote  to  Otis  &  Browne  ask- 
ing them  to  cancel  the  policy.  Had  the  letter  been 
sent  directly  to  the  assured  or  to  an  agent  of  the  as- 
sured authorized  to  receive  a  notice  of  cancellation, 
it  would  simply  have  said  that  the  policy  would  be 
cancelled  fiNQ  days  after  the  receipt  of  the  letter.  Had 
the  letter  been  sent  to  an  agent  authorized  to  receive 
notice  of  cancellation,  Merchants  would  not  have 
added : 

"If  you  would  prefer,  we  can  send  cancellation 
notice  direct  to  the  assured." 
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The  letter  of  April  10,  1946,  in  effect  told  Otis  & 
Browne  that  Merchants  was  aware  that  nothing  could 
be  done  by  Otis  &  Browne  alone  that  would  result  in 
the  cancellation  of  the  policy,  and  that,  to  be  effec- 
tive, notice  of  the  cancellation  had  to  be  given  to  the 
assured.  Since  the  policy  was  procured  or  at  least 
modified  through  Otis  &  Browne,  Merchants  may  have 
felt  that,  from  the  standpoint  of  a  soimd  business 
policy,  Otis  &  Browne  should  not  be  by-passed.  Ac- 
cordingly, Merchants  offered  them  an  opportunity  to 
break  the  news  to  the  assured. 

At  this  stage  of  our  discussion  of  the  case,  we  are 
not  concerned  with  anything  that  may  have  been  done 
by  Otis  &  Browne  following  the  receipt  of  that  letter. 
It  is  sufficient  to  point  out  that  they  did  not  convey 
to  Pagliero,  until  after  the  fire,  the  message  which 
Merchants  had  asked  them  to  convey. 

On  May  3,  1946,  Merchants  again  wrote  to  Otis  & 
Browne  asking  them  to  "follow  up"  on  its  letter  of 
April  10th.  Nothing  in  that  second  letter  is  evidence 
of  any  belief  on  the  part  of  Merchants  that  it  was 
writing  to  an  agent  of  Pagliero  whom  Pagliero  had 
previously  authorized,  either  actually  or  ostensibly,  to 
accept  a  notice  of  cancellation  or  otherwise  agree  to  a 
cancellation  of  the  policy.  Under  the  terms  of  the 
policy,  however,  notice  of  cancellation  was  to  be  given 
to  the  assured  and  to  no  one  else.  Since  Otis  &  Browne 
did  not  convey  the  message  to  Pagliero  and  since 
Pagliero  never  authorized  them  to  receive  such  a  mes- 
sage and  keep  it  to  themselves,  the  conclusion  is  in- 
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escapable  that  the  cancellation  clause  was  not  com- 
plied with. 

To  complete  the  picture  as  to  the  extent  of  Otis  & 
Browne's  authority,  there  remains  to  be  pointed  out 
that  nothing  that  Otis  &  Browne  did  or  wrote  as  a 
result  of  either  of  Merchants'  letters  can  be  regarded 
as  either  increasing  their  actual  authority  or  as  giv- 
ing them  any  ostensible  authority  which  they  pre- 
viously did  not  possess.  Finally,  it  may  be  noted  that 
Otis  &  Browne  never  led  Merchants  to  believe  that  its 
message  had  been  conveyed.  While  their  answer  to 
Merchants'  letter  of  May  3,  1946,  advised  Merchants 
that  the  policy  had  been  ''replaced"  in  effect  it  also 
notified  Merchants  that  its  message  had  not  been  con- 
veyed to  Pagliero  and  accordingly  suggested  that 
Merchants  might  ''wish  to  send  cancellation  notice" 
to  Pagliero. 


(2)  THE  COURT  ERRED  IN  ADMITTING  IN  EVIDENCE  DEFEND- 
ANT'S EXHIBITS  B  AND  0,  AS  THESE  EXHIBITS  WERE  NOT 
SHOWN  TO  HAVE  BEEN  SENT  BY  MERCHANTS  TO  AN 
AGENT  OF  PAGLIERO  AUTHORIZED  TO  RECEIVE  AND  ACT 
UPON  THEM. 

The  letters  sent  by  Merchants  to  Otis  &  Browne 
were  admissible  in  evidence  only  if  relevant  and  they 
obviously  were  relevant  only  if  sent  to  an  agent  of 
Pagliero  authorized  to  receive  and  act  upon  them,  or 
if  they  had  in  fact  been  communicated  to  Pagliero  be- 
fore the  fire.  It  is  conceded  that  they  were  not  com- 
municated before  the  fire  and  we  have  shown  that 
Otis  &  Browne  did  not  have  the  requisite  authority. 
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In  Lauman  v.  Concordia  Fire  Insurance  Co.,  50 
Cal.  App.  609, 195  Pac.  951,  for  example,  after  holding 
that  a  broker  is  not  authorized  to  receive  and  act  upon 
a  notice  of  cancellation,  the  Court  added  that  '' evi- 
dence of  a  usage  to  give  notice  to  a  broker  is  inadmis- 
sible, where  the  policy  requires  notice  to  the  insured." 
(50  Cal.  App.  at  p.  618.)  It  seems  clear  that  if  evi- 
dence  of  such  a  usage  is  inadmissible,  evidence  of  the 
giving  of  the  notice  itself  is  even  less  admissible. 


(3)  THE  COURT  ERRED  IN  HOLDING  THAT  PAGLIERO  RATI- 
FIED THE  ACTS  OF  OTIS  &  BROWNE  AND  THE  REPLACE- 
MENT OF  ONE  POLICY  BY  THE  OTHER. 

There  is  no  evidence  in  the  record  that  Pagliero 
in  fact  ratified  the  cancellation,  of  the  policy  of  Mer- 
chants. On  the  contrary  the  record  makes  it  clear  that 
Pagliero  emphatically  expressed  his  intention  not  to 
ratify  the  cancellation.  ('See  printed  record  p.  74.) 
The  holding  of  the  trial  Court  must  accordingly  be 
taken  to  mean  either  that  the  iniauthorized  procure- 
ment of  the  new  policy  by  Otis  &  Browne  auto- 
matically terminated  the  liability  of  Merchants  on  its 
policy,  or  that  Pagliero  was  called  upon  to  elect  be- 
tween the  two  policies  and,  as  a  matter  of  law,  could 
not  at  the  same  time  ratify  Otis  &  Bro^vne's  unau- 
thorized procurement  of  the  new  policy  and  decline 
to  ratify  their  unauthorized  cancellation  of  the  old 
policy. 

It  is  true  that  a  well  settled  rule  in  the  law  of 
agency  precludes  a  principal  from  retaining  the  bene- 
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fits  of  a  transaction  which  his  agent  was  not  au- 
thorized to  enter  into,  without  at  the  same  time 
shouldering  the  burden  of  that  transaction.  That  rule, 
however,  does  not  prevent  Pagliero  from  retaining 
both  policies.  It  is  intended  to  protect  the  person  with 
whom  the  agent  dealt  and  means  only  that  the  prin- 
cipal must  ratify  the  whole  transaction  with  that  per- 
son if  he  wishes  to  ratify  any  part  of  it.  He  cannot, 
for  example,  retain  the  proceeds  of  a  sale  and  dis- 
claim unauthorized  warranties  without  which  his 
agent  could  not  have  made  the  sale.  Nor  could 
Pagliero  retain  the  l)enefits  of  the  transaction  between 
his  l)rokers  and  The  Home  Fire  and  Marine  Insur- 
ance Company  mthout  j^aying  the  price  which  his 
brokers  contracted  to  pay  for  those  benefits  and  with- 
out l^eing  bound  by  whatever  warranties  they  made 
to  induce  that  company  to  issue  its  policy.  Nor  could 
Pagliero  ratify  the  transaction  between  his  brokers 
and  Merchants  to  the  extent  of  making  claim  to  a  re- 
fund of  the  premium  previously  paid  on  Merchants' 
policy,  without  at  the  same  time  ratifying  the  can- 
cellation of  that  policy  upon  which  the  right  to  a  re- 
fund is  based. 

It  is  not  contended,  however,  that  Merchants  sought 
to  cancel  its  policy  only  on  condition  that  Pagliero 
would  procure  another.  On  the  contrary  Merchants 
sought  to  cancel  irrespective  of  whether  Pagliero 
would  be  able  to  procure  another  policy.  In  fact,  it 
is  probable  that  Merchants'  decision  to  cancel  would 
have  been  bolstered,  had  it  learned  that  no  one  else 
cared  to  insure  Pagliero 's  property.    Nor  is  it  con- 
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tended  that  The  Home  Fire  and  Marine  Insurance 
Company  issued  its  policy  only  on  the  condition  that 
Merchants'  policy  was  no  longer  effective.^  There  is 
accordingly  no  connection  whatever  between  the 
two  transactions,  except  in  the  minds  of  Pagliero's 
brokers,  who  seem  to  have  thought  that  they  had  to 
enter  into  one  transaction  to  protect  their  principal 
from  what  they  regarded  as  the  effects  of  the  other. 
The  purpose  of  an  agent  who  enters  into  an  unauthor- 
ized transaction  on  behalf  of  its  principal  is,  how- 
ever, immaterial.  The  principal  can  ratify  the  trans- 
action, irrespective  of  the  agent's  purpose,  so  long 
as  that  purpose  was  not,  in  some  way,  made  a  part 
of  the  transaction.  ' 

Moreover,  it  is  not  in  their  transaction  with  Mer- 
chants that  Otis  &  Browne  had  the  purpose  upon 
which  Merchants  insists  so  much,  but  in  their  trans- 
action with  The  Home  Fire  and  Marine  Insurance 
Company.  It  may  well  be  that,  if  purposes  were 
material.  The  Jlome  Fire  and  Marine  Insurance  Com- 
pany could  contend  that  its  policy  was  issued  to  re- 
place that  of  Merchants  and  was  accordingly  to  be 
effective  only  if  a  replacement  was  actually  needed. 
No  such  contention  can  be  made  by  Merchants,  for  it 
sought  an  unconditional  cancellation  of  its  policy,  to 
which    Otis    &    Browne    unconditionally   agreed,    al- 


2Tt  must  be  emphasized  that  the  present  ease  is  not  a  case  of 
over-insurance,  but  a  case  of  extreme  under-insurance.  Thus,  it 
can  neither  be  said  that  Paiarliero  is  trying  to  recover  more  than 
his  loss,  nor  that  either  Merchants  or  The  Home  Fire  and  Marine 
Insurance  Company  might  have  declined  to  insure  Pagliero,  had 
it  kiio\vn  that  he  carried  both  policies,  for  fear  that  he  might  be 
careless  about  protecting  his  property  from  fire. 
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though  they  were  not  authorized  to  enter  into  such 
an  agreement,  conditionally  or  othermse.  No  string 
was  attached  to  that  agreement  when  it  was  made. 
Accordingly  Merchants  cannot  now  tie  it  to  another 
agreement  and  compel  Pagliero  to  ratify  or  reject 
them  together.  It  must  stand  or  fall  on  its  own,  de- 
pending upon  whether  (1)  Otis  &  Browne  were  au- 
thorized to  enter  into  it,  or  (2)  it  was  ratified  by 
Pagliero. 


(4)  THE  COURT  ERRED  IN  HOLDING  THAT  THERE  WAS  A 
"SUBSTITUTION"  OF  ONE  POLICY  FOR  THE  OTHER. 

We  must  confess  not  to  be  certain  whether  the  con- 
clusion of  the  trial  judge  that  there  was  a  ''substitu- 
tion" of  one  policy  for  the  other  is  a  mere  restate- 
ment of  his  finding  that  Otis  &  Browne  were  author- 
ized to  do  what  they  did,  or  of  his  conclusion  that 
Pagliero  ratified  what  was  done  by  Otis  &  Browne, 
or  whether  it  is  to  be  taken  as  a  separate  and  distinct 
ground  on  which  the  trial  judge  rested  his  judgment. 
Nothing  need  be  added  to  this  brief,  if  "substitution" 
means  only  previous  authority  or  ratification,  for  we 
have  already  established  that  in  this  case  there  was 
neither  previous  authority  nor  ratification.  It  is 
necessary  to  establish,  however,  that  there  is  no  sepa- 
rate and  distinct  doctrine  of  substitution  in  the  law  of 
insurance,  and  that  the  Court  erred  in  so  far  as  it 
purported  to  rely  upon  such  a  doctrine  to  support 
a  judgment  in  favor  of  Merchants. 

We  already  pointed  out  that  the  action  is  before 
this  Court  on  the  ground  of  diversity  of  citizenship. 
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There  is  accordingly  no  federal  question  involved  and 
the  applicable  law  is  that  of  the  State  of  California. 
Unfortunately,  there  are  no  California  cases  in  point. 
It  is  true,  that  at  the  trial.  Merchants  purported  to 
rely  upon  several  California  cases.  None  of  these 
cases  are  in  x)oint,  as  we  will  show  in  our  reply  brief, 
should  Merchants  purport  to  rely  upon  them  on  ap- 
peal. Although  persuasive  authority  must  therefore 
be  sought  in  other  jurisdictions,  it  is  well  to  remem- 
ber certain  basic  principles  of  California  insurance 
law,  for  they  may  help  us  determine  which  of  several 
cases  from  other  jurisdictions  California  would  be 
most  likely  to  follow. 

It  is  now  settled  in  California  that  a  policy  of  in- 
surance is  to  be  regarded  as  a  commodity  rather  than 
as  an  ordinary  contract  and  that  the  rules  of  con- 
struction applical)le  to  ordinary  contracts  do  not  ap- 
ply to  the  construction  of  insurance  policies. 
{Kavanaugh  v.  Franklin  Fire  Ins.  Co.,  185  Cal.  307, 
314, 197  Pac.  99 ;  Glickman  v.  Neiv  York  Life  Ins.  Co., 
16  Cal.  (2d)  626,  632,  107  P.  (2d)  252;  Speegle  v. 
Board  of  Fire  Underwriters,  29  Cal.  (2d)  34,  44,  172 
P.  (2d)  867.)  In  fact,  a  policy  is  now  construed  so 
strongly  against  the  insurer,  that  a  complete  answer 
to  Merchants'  contention  lies  in  the  fact  that  Mer- 
chants itself  provided  that  the  only  way  in  which  it 
could  cancel  its  policy  would  be  by  giving  five  days' 
written  notice  to  the  insured,  thereby  indicating  that 
no  other  method  would  he  sufficient,  be  it  called  ''sub- 
stitution" or  any  other  name. 
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Both  the  trial  Court  and  Merchants  seem  to  have 
placed  considerable  reliance  upon  the  case  of  Finley 
V.  New  Brunswick  Fire  Ins.  Co.,  193  Fed.  195.  This 
case  was  decided  in  1911,  long  before  the  Kavanaugh 
and  Glichman  cases,  cited  supra.  We  need  not  em- 
phasize that,  although  it  is  entitled  to  respect,  being 
the  decision  of  a  District  Court,  it  is  not  binding  upon 
this  Honorable  Court.  At  first  glance  the  case  seems 
to  announce  a  doctrine  of  ''substitution"  as  broad  as 
that  contended  for  by  Merchants.  It  then  appears, 
however,  that  the  three  cases  relied  upon  by  the  Court 
in  support  of  that  doctrine  do  not  support  it  at  all. 
These  cases  will  be  reviewed  below.  How  much 
strength  is  thus  left  to  the  Finley  case  need  not  be 
determined,  for  it  is,  on  its  facts,  distinguishable  from 
our  case  on  at  least  two  grounds: 

(a)  As  is  made  clear  by  a  reading  of  the  com- 
panion case  of  Finley  v.  Western  Empire  Ins.  Co., 
69  Wash.  673,  125  Pac.  1012,  the  agent  to  whom  notice 
of  cancellation  tvas  given  was  authorized  to  keep 
the  property  insured  up  to  a  certain  amount.  His 
authority  was  accordingly  much  broader  than  that 
of  Otis  &  Browne  in  our  case.  In  fact,  it  was 
broad  enough  to  support  his  agreement  to  cancel  one 
policy  and  his  procurement  of  another,  so  that  the 
whole  discussion  of  the  District  Court  about  ratifica- 
tion of  the  "substitution"  appears  to  be  at  best  pure 
dictum.  ' 

(b)  The  agent  to  whom  the  defendant  in  the 
Finley  case  gave  notice  of  cancellation  was  not  only 
acting  as  broker  for  the  plaintiff,  hut  also  as  agent 
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for  the  defendant;  so  that,  when  he  i)rocured  a  new 
policy  for  the  jjlaintiff,  he  was  protecting  not  only 
the  plaintiff,  but  also  the  defendant,  and  the  new  con- 
tract was  accordingly  subject  to  the  condition  that 
the  plaintiff  relinquish  the  old  one.  In  our  case,  how- 
ever, Otis  &  Browne  were  not  Merchants'  agents,  so 
that  by  no  stretch  of  the  imagination  can  it  be  said 
that  the  contract  with  the  Home  Fire  &  Marine  In- 
surance Company  was  subject  to  the  condition  that 
Pagliero  relinquish  his  contract  with  Merchants,  or 
that  Pagliero  did  relinquish  that  contract  by  making- 
claim  under  the  Home  Fire  and  Marine  policy. 

Moreover,  the  Court  was  undoubtedly  influenced  in 
the  Finley  case  by  the  fact  that  the  plaintiff  was  over- 
insured;  in  our  case,  however,  Pagliero  will  have  at 
most  three  hundred  fifteen  thousand  ($315,000,00) 
dollars  to  cover  a  loss  of  over  four  hundred  sixty 
thousand  ($460,000.00)  dollars.  In  the  final  analysis, 
however,  it  must  be  conceded  that  some  of  the  lan- 
guage in  the  Finley  case,  as  distinguished  from  the 
holding  in  the  case,  which  we  have  shown  not  to  be  in 
point,  supports  Merchants'  position.  To  the  extent 
that  it  does  supi')ort  that  position,  we  believe  it  to  be 
as  unsound  as  we  have  shoAvn  that  position  to  be  when 
we  previously  analyzed  it. 

The  case  of  Arnfeld  v.  Guardian  Assurance  Com- 
pany of  London,  172  Pa.  605,  34  Atl.  580,  is  the  first 
case  relied  upon  by  the  District  Court  in  Finley  v. 
New  Brunswick  Fire  Ins.  Co.  That  case,  decided  in 
1896,  seems  to  be  a  case  in  which  the  assured  was 
trying  to  recover  more  than  his  loss.    Although  the 
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facts  are  not  very  clear,  it  appears  that  the  assured 
was  denied  recovery  against  the  first  company  (Mer- 
chants in  our  case),  after  having  collected  from  the 
second  company  (The  Home  Fire  &  Marine  Ins.  Co. 
in  our  case),  on  the  ground  that  "no  party  ought  to 
be  allowed  to  recover  twice  for  the  same  debt".  (34 
Atl.  at  581.)  'The  case  is  further  distinguishable  on 
the  ground  that  ^^he  (the  agent)  acted  throughoitt  for' 
the  plaintiffs  and  for  both  companies,  and  communi- 
cated, with  both;  and  all  consented,  and  ratified  his 
acts".  (34  Atl.  at  581.  Italics  supplied.)  The  opin- 
ion does  not  disclose  the  extent  of  the  agent's  au- 
thority, nor  whether  he  was  also  the  agent  of  the  in- 
surance companies,  although  the  last  quotation  seems 
to  indicate  that  he  was.  Nor  does  it  appear  whether 
the  plaintiif  "consented  and  ratified"  before  or  after 
the  fire.  In  this  respect  the  case  differs  from  the 
Finley  case  in  which  it  does  appear  that  the  plaintiff 
knew  nothing  of  what  the  agent  did  until  after  the 
fire.  In  the  Am f  eld  case,  however,  the  plaintiff  relied 
on  the  fact  that  the  five  days'  period  had  not  elapsed 
since  notice  had  been  given  the  agent,  rather  than  on 
the  fact  that  he  did  not  know  that  notice  had  been 
given.  Finally  the  opinion,  which  incidentally  does 
not  cite  a  single  case,  does  not  even  disclose  to  whom 
the  notice  of  cancellation  was  to  be  given  under  the 
policy.  In  any  event,  the  case  is  distinguishable  from 
our  case,  since  Pagliero  in  our  case  neither  ^^con- 
sented" nor  ^'ratified".  The  Supreme  Court  of  Penn- 
sylvania itself  distinguished  it  on  that  ground  in 
Scheel    v.    German    American    Insurance    Company 
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(1910),  228  Pa.  44,  76  Atl.  507,  a  case  to  which  fur- 
ther reference  will  be  made. 

The  case  of  Larsen  v.  Thurmgia  American  Ins.  Co., 
208  111.  166,  70  N.  E.  31,  is  the  next  case  relied  upon 
by  the  District  Court  in  Finley  v.  New  Brunswick  Fire 
Ins.  (Jo.  Decided  in  1904,  that  case  is  again  distin- 
guishable from  our  case  on  its  facts.  The  plaintiff 
expressly  ratified  the  cancellation  and  testified  himself 
that  he  had  told  the  agent  after  the  fire  that  "it  did 
not  make  any  difference  to  him,  just  so  he  got  his 
$2,500  of  insurance".  (208  111.  at  168.)  The  facts 
disclose  that  the  agent  met  the  insured  after  the  fire, 
explained  to  him  what  he  had  done,  and  requested 
the  first  policy  in  exchange  for  the  second  one,  "to 
which  appellant  assented  and  which  was  done".  (208 
111.  at  169.)  The  change  of  heart  of  the  assured  is  not 
explained;  nor  does  it  interest  us.  It  is  enough  to 
point  out  that  in  our  case  Pagliero  never  ratified  Otis 
&  Browne's  agreement  that  Merchants'  policy  be  can- 
celled. 

The  case  of  White  v.  Insurance  Company  of  New 
York  (1899),  93  Fed.  161,  is  the  third  case  relied  upon 
by  the  District  Court  in  Finley  v.  Netv  Brunswick 
Fire  Ins.  Co.  It  is  distinguishable  from  our  case  on 
the  ground  that  the  broker  was  actually  authorized  to 
keep  the  plaintiff  insured  up  to  a  certain  amount  and 
''from  time  to  time  to  substitute  insurance  for  that 
originally  taken  out".  (Italics  supplied.)  (93  Fed. 
at  163.)  On  the  witness  stand  the  plaintiff  in  the 
White  case  expressly  disclaimed  having  ratified  the 
taking  of  additional  insurance  by  his  broker  in  excess 
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of  the  authorized  amount,  and  the  Court  stated  that 
there  was  abundant  evidence  that  he  intended  to 
adopt  both  the  cancellation  of  the  first  policy  and  the 
procurement  of  the  second  policy.  It  may  also  be 
mentioned  that  the  plaintiff  was  over-insured. 

The  case  of  Strauss  v.  Dubuque  Fire  <&  Marine  In- 
surance Company,  132  Cal.  App.  283,  22  P.  (2d)  582, 
is  another  case  upon  which  both  the  trial  Court  and 
Merchants  seem  to  have  placed  considerable  reliance. 
That  case  is  analogous  to  ours  only  in  the  sense  that  it 
involves  an  action  by  a  policy  holder  against  an  insur- 
ance company.  The  grounds  of  decision,  however, 
have  nothing  whatever  to  do  with  our  case.  The  plain- 
tiffs were  denied  recovery  (a)  because  they  were  not 
the  owners  of  the  property  described  in  the  policy, 
and  (b)  on  account  of  material  misrepresentation  in 
obtaining  the  policy  and  false  statements  in  the  proofs 
of  loss.  The  Court  also  held  that  another  policy  was 
substituted  for  and  accepted  by  the  plaintiffs  in  lieu 
of  that  of  the  defendant.  Nothing  is  said,  however,  in 
the  opinion  as  to  how  the  ''substitution"  took  place, 
except  that  it  took  place  hi)  consent  of  the  parties 
before  the  fire.  It  does  not  appear  whether  a  broker 
or  agent  was  at  all  involved  in  the  transaction  and,  if 
one  was  involved,  what  was  the  extent  of  his  authority. 
The  Court  seems  to  have  regarded  the  whole  question 
of  "substitution"  as  not  being  sufficiently  important, 
in  view  of  the  other  grounds  of  decision,  to  warrant  a 
statement  of  the  evidence  bearing  upon  it  and  simply 
stated  that  the  finding  of  ''substitution"  was  sup- 
ported by  the  evidence.  Under  the  circumstances,  the 
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case  can  be  helpful  to  neither  side  in  the  present 
action. 

It  may  finally  be  noted  that  neither  of  the  two 
cases  cited  in  the  Strauss  case  in  connection  with  the 
question  of  substitution  supports  defendant's  position 
in  the  present  case.  The  case  of  Stevenson  v.  Sun 
Insurance  Office,  17  Cal.  App.  280,  119  Pac.  529,  in- 
volves only  one  insurance  policy  and  accordingly  has 
nothing  whatever  to  do  with  our  present  problem.  The 
question  involved  was  that  of  the  extent  of  a  broker's 
authority.  The  plaintiff's  contention  was  that  the 
broker  was  his  agent  for  the  purpose  only  of  placing 
certain  insurance  and  that  he  was  not  authorized  to 
cancel  any  policy.  The  Court  held,  however,  that, 
although  the  general  rule  as  to  a  broker's  authority  is 
what  the  plaintiff  contended  it  to  be,  authority  to 
cancel  had  in  fact  been  conferred  upon  the  broker. 
In  New  Zealand  Insurance  Company  v.  Larson  Lum- 
ber Company,  13  F.  (2d)  374,  the  broker,  who  inci- 
dentally was  also  the  agent  for  both  the  first  and  the 
second  company,  had^  actual  authority  from  the  in- 
sured to  accept  and  act  upon  a  notice  of  cancellation. 

It  is  clear,  therefore,  that  the  cases  relied  upon  by 
the  trial  judge  (see  p.  17,  printed  record)  do  not 
announce  a  separate  doctrine  of  substitution  under 
which  the  procurement  of  one  i)olicy  automatically 
terminates  another.  Nor  have  we  found  any  other 
cases  that  do.  There  are,  however,  other  cases  that 
support  our  position. 
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In  Royal  Exchange  Assurance  of  London  v.  Luttrell, 
99  Colo.  492,  63  P.  (2d)  1240,  decided  in  1936  by  the 
Supreme  Court  of  Colorado,  the  plaintiff  recovered 
upon  the  first  policy  as  against  the  contention  that,  by 
bringing  another  action  upon  the  second  policy,  he 
had  ratified  his  broker's  attempt  to  cancel  the  first 
one.  The  broker,  just  as  in  our  case,  had  the  authority 
only  to  procure,  which  the  Court  held  not  to  include 
the  authority  to  accept  a  notice  of  cancellation  or 
otherwise  agree  to  a  cancellation  of  the  policy.  The 
Court  added  that  in  any  event  ''ratification  after  the 
fire  would  have  been  ineffectual  because  the  moment 
the  fire  loss  occurred  defendant's  liabihty  became 
absolutely  fixed."  (63  P.  (2d)  at  1243.) 

In  Wilson  v.  National  Ben  Franklin  Fire  Insurance 
Company  (1924)  (Mo.  App),  246  S.  W.  338,  the  in- 
sured recovered  on  the  first  policy,  notwithstanding 
the  fact  that  the  agent  who  purported  to  have  can- 
celled it  and  replaced  it  with  another  policy  was  also 
the  agent  for  both  insurance  companies.  The  Court 
based  its  decision  on  the  grounds  that,  since  the 
assured  had  no  notice  of  the  acts  of  the  agent  until 
after  the  fire,  the  cancellation  clause  had  not  been 
complied  with  and  the  policy  was  accordingly  still  in 
effect.  The  Court  further  held  that  the  assured  had 
not  lost  his  right  of  action  against  the  first  company 
by  bringing  suit  against  the  second  company.  Since 
the  policy  was  in  force,  the  defendant's  liability  at- 
tached at  the  time  of  the  fire  and  nothing  that  was 
done  thereafter  could  invalidate  the  rights  of  the 
assured.    The  Court  finally  stated  that  nothing  that 


30 


was  done  thereafter  could  operate  by  way  of  estoppel, 
since  it  did  not  cause  the  defendant  to  change  its  posi- 
tion in  any  way. 

In  Peterson  v.  Hartford  Fire  Insurance  Company, 
(1903),  111  111.  App.  466  (reversed  on  other  grounds 
in  209  111.  112,  70  N.E.  757),  the  Court  allowed 
recovery  against  the  first  company  in  the  standard 
situation  in  which  the  insured  learned  only  after  the 
fire  of  the  purported  cancellation  and  of  the  procure- 
ment of  a  new  policy.  In  answering  a  contention  of 
the  first  insurance  company,  the  Court  significantly 
stated  that  it  was  immaterial,  so  far  as  that  company 
was  concerned,  whether  the  second  policy  was  vaHd 
or  not. 

Even  as  early  as  1904  it  was  held  in  a  Federal  Court 
in  a  situation  such  as  that  presented  in  our  case,  that 
the  assured  could  recover  upon  the  first  policy,  since 
the  cancellation  clause  had  not  been  complied  vdth. 
The  broker  in  that  case,  just  as  Otis  &  Browne  in  our 
case,  was  not  authorized  to  consent  to  the  cancellation 
of  the  policy.  See  Phoenix  Insurance  Confipany  v. 
Kerr,  129  Fed.  723. 

A  similar  result  was  reached  in  Baker  v.  North 
River  Insurance  Company  (1923),  112  Kan.  530,  212 
Pac.  118.   The  Court  said: 

"Nothing  that  plaintiff  did  ...  in  an  attempt  to 
collect  the  loss  from  the  American  Insurance 
Company  (the  second  company)  estops  him  from 
claiming  under  this  policy,  for  the  reason  that 
nothing  done  by  him  in  that  respect  altered  the 
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position    of    the    defendant,    or    furnished    any 
ground  for  estoppel."  212  Pac.  at  p.  120. 

The  Court  added  that  the  rights  and  liabilities  of  the 
plaintiff  and  the  defendant  had  become  fixed  when  the 
loss  occurred  and  that  nothing  that  was  done  there- 
after could  alter  that  fact. 

A  similar  result  was  reached  in  Scheel  v.  German- 
American  Insurance  Company ,  228  Pa.  44,  76  Atl.  507, 
the  case  in  which,  in  1910,  the  Supreme  Court  of 
Pennsylvania  distinguished  the  Arnfeld  case,  cited 
supra.  The  plaintiff  was  allowed  to  recover  from  the 
first  company  notwithstanding  the  fact  that  he  had 
previously  collected  from  the  second  company. 

A  similar  result  was  reached  in  Hendricks  v.  Conti- 
nental Insurance  Company  of  City  of  New  York, 
(1936),  121  Pa.  Super.  393,  183  Atl.  363.  The  insured 
recovered  against  the  first  company,  notwithstanding 
the  fact  that  the  second  company  had  previously  paid 
him  under  its  policy.  The  Court  held  that  the  can- 
cellation of  a  policy  could  be  effected  only  through 
strict  compliance  with  the  cancellation  clause  in  that 
policy.   The  Court  stated: 

''It  matters  not  that  the  Fire  Association  of 
Philadelphia  (the  second  company)  admitted  lia- 
bility. That  was  not  detrimental  to  the  appellant 
nor  could  it  prejudice  the  plaintiff."  183  Atl.  at 
366. 

Although  there  are  no  California  cases  precisely  in 
point,  there  are  numerous  cases  in  California  holding 
that  the  cancellation  clause  in  a  policy  of  insurance 
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must  be  strictly  complied  with,  before  the  insurance 
company  may  claim  that  the  policy  is  cancelled.  Quong 
Tue  Sing  v.  Anglo-Nevada  Assur.  Corp.,  86  Cal.  566, 
25  Pac.  58;  Lauman  v.  Springfield  Fire  etc.  Ins.  Co., 
184  Cal.  650,  195  Pac.  50;  Tarleton  v.  DeVeuve  (C.  C. 
A.  9th),  113  Fed.  (2d)  290.  Having  failed  to  comply 
with  the  cancellation  clause  in  its  policy  Merchants 
should  now  be  reminded  by  the  Court  that  the  purpose 
of  insurance  is  to  insure  and  that  the  very  contingency 
occurred  in  which  it  promised  to  protect  Pagliero 
from  loss. 


CONCLUSION. 

Since  the  cancellation  clause  was  not  complied  with 
and  Pagliero  neither  agreed  to  a  cancellation  of  the 
policy,  nor  authorized  Otis  &  Browne  to  agree  to  such 
cancellation,  nor  ratified  any  agreement  cancelling  it, 
the  judgment  should  be  reversed. 

Dated,  San  Francisco,  California, 
March  20, 1948. 

Respectfully  submitted, 

George  H.  Hauerken, 
Hauerken,  Ames  &  St.  Clair, 

Attorneys  for  Appellants. 
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No.  11,831 

IN  THE 

United  States  Circuit  Court  of  Appeals 

For  the  Ninth  Circuit 


Antone  a.  Pagliero,  John  B.  Pagliero 

and   Arthur   J.    Pagliero,   co-partners 

doing  business  under  the  fictitious  firm 

name  and  style  of  Technical  Porcelain 

&  Chinaware  Company, 

Appellants, 

vs. 

Merchants     Fire    Assurance     Corpora- 
tion OF  New  York   (a  corporation), 

Appellee. 


BRIEF  FOR  APPELLEE. 


AS  TO  JURISDICTION. 

As  stated  in  appellants'  brief,  page  2,  this  action 
was  originally  brought  on  the  appellants'  complaint 
filed  in  the  Superior  Court  of  Contra  Costa  County, 
California,  for  a  sum  in  excess  of  $3,000.00,  on  a  claim 
against  the  defendant  insurance  company  as  a  foreign 
corporation.  The  action  was  transferred  to  the  Fed- 
eral Court  by  petition  for  removal  on  the  grounds  of 
diversity  of  citizenship,  the  plaintiff  being  a  resident 
of  the  State  of  California  and  the  defendant  corpo- 


ration  a  resident  of  the  State  of  New  York.    (Tran- 
script pages  2  to  7.) 

Removal  proceedings  to  the  United  States  District 
Court  in  and  for  the  Southern  Division  of  the  North- 
ern District  of  California  were  taken  pursuant  to  Title 
28,  U.S.C.A.  Sections  71,  72  and  81.  Thereunder, 
any  such  action  may  be  removed  to  the  Federal  Court 
if  it  is  one  'as  to  which  the  United  States  District 
Court  would  have  original  jurisdiction.  Under  the 
provisions  of  Title  28,  U.S.C.A.  Section  41,  the  Dis- 
trict Courts  are  accorded  original  jurisdiction  in  mat- 
ters of  controversy  where  the  value  or  sum  involved 
exceeds  $3,000.00  and  is  between  citizens  of  different 
states. 

The  final  decision  or  judgment  rendered  by  the 
United  States  District  Court  in  said  matter  (Tran- 
script of  Record,  pages  29,  30),  is  subject  to  review 
by  the  United  States  Circuit  Court  of  Appeals  pur- 
suant to  Title  28,  U.S.C.A.  Section  225,  except  in 
instances  where  direct  review  may  be  had  by  the  Su- 
preme Court  of  the  United  States  under  Section  345, 
and  which  refers  to  situations  where  the  United  States 
is  a  party  complainant,  where  the  United  States  as  a 
party  has  been  rendered  an  adverse  decision,  where 
the  constitutionality  of  State  Statutes  is  involved,  or 
with  matters  relating  to  the  Interstate  Commerce 
Commission. 


STATEMENT  OF  THE  CASE. 

The  statement  of  the  case  as  set  forth  by  appellants 
is  substantially  correct,  with  the  exception  that  after 
the  loss  the  defendant  did  not  deny  liability  solely  on 
the  ground  that  its  policy  had  been  cancelled,  but 
denied  liability  for  various  reasons  which  included  the 
statement  that  liability  under  its  policy  had  been 
terminated  by  substitution  by  another  policy  and  be- 
cause of  the  insured  having  ratified  the  acts  and  con- 
duct of  his  broker.  As  will  hereinafter  appear,  also, 
Otis  &  Browne  as  brokers  for  the  plaintiffs,  and  ap- 
pellants in  this  case,  obtained  the  new  policy,  that  is, 
the  one  with  the  Home  Fire  and  Marine  Insurance 
Company,  solely  for  the  purposes  of  replacing  the 
policy  of  the  Merchants,  and  which  policy  appellants 
accepted  and  under  which  they  obtained  payment. 
Said  brokers  during  all  the  times  mentioned  were 
handling  appellants'  entire  insurance  portfolio. 

There  are  essentially  two  questions  involved:  first, 
with  respect  to  the  extent  of  the  authority  of  Otis  & 
Browne  as  insurance  brokers  for  plaintiffs  and  ap- 
pellants, and,  secondly,  whether  or  not  there  was 
ratification  ])y  plaintiffs  and  appellants  of  the  acts 
and  conduct  of  their  brokers  so  as  to  terminate  lia- 
bility under  the  policy  issued  by  appellee. 


ARGUMENT  OF  CASE. 
SUIVIMARY. 

Otis  &  Browiie,  in  this  instance,  were  general  in- 
surance brokers  for  the  appellants,  exercising  a  larger 
authority  and  occupying  a  different  capacity  from  a 
broker  obtained  merely  for  the  purpose  of  issuing 
policies  of  insurance  and  whose  agency  would  be  ter- 
minated upon  the  completion  of  that  event.  This  con- 
clusion is  primarily  based  upon  the  acts  of  the  brokers 
in  writing  special  forms  of  coverage  for  the  appel- 
lants and  having  been  in  charge  of  the  insureds'  entire 
insurance  portfolio. 

Ratification  of  the  brokers'  acts  in  substituting  pol- 
icies occurred  in  this  instance  when  the  insureds,  hav- 
ing been  informed  that  said  brokers  had  advised  the 
Merchants  Fire  Assurance  Corporation  prior  to  the 
loss  to  close  their  file  as  their  policy  had  been  re- 
placed, and  having  been  informed  by  said  brokers 
that  they  had  in  lieu  thereof  obtained  another  policy 
with  another  company  in  the  same  amount  and  on  the 
same  conditions,  in  fact  accepted  said  new  policy, 
made  claim  thereon,  collected  thereunder,  and  as  to 
which  liability  was  conceded  to  them  by  said  new 
company.  It  was  and  is  the  position  of  the  appellee 
that  if  the  insureds  accepted  the  l)enefits  of  the 
brokers'  acts  on  their  behalf  in  that  respect,  they 
must  likewise  adopt  the  brokers'  purposes  and  what 
might  be  called  the  detriment  that  might  result  to 
them  therefrom  in  having  in  effect  terminated  the 
liability  under  the  Merchants'  policy. 

While  the  appellants'  brief  is  divided  into  numer- 
ous subdivisions,  the  sum  and  substance  of  the  argu- 


ment  presented  is  that  as  a  policy  of  insurance  only 
has  one  cancellation  clause,  that  unless  the  provisions 
thereof  are  carried  out  there  can  be  no  termination  of 
liability  by  the  insurance  company.  We  feel  that  ar- 
gument on  such  a  question  is  entirely  beside  the  point 
and  outside  the  issues  of  this  case.  We  consider, 
furthermore,  that  cases  dealing  solely  with  the  can- 
cellation clause  of  the  policy  have  no  significant  bear- 
ing upon  the  decision  of  the  questions  that  are  pre- 
sented in  this  matter.  It  is  not  contended  by  the 
appellee,  nor  has  it  ever  been  contended,  that  it  sent 
out  a  notice  in  conformance  with  the  cancellation 
clause  of  the  standard  policy.  It  is,  on  the  other  hand, 
our  position  that  a  termination  of  the  liability  under 
the  policy  was  effected  prior  to  the  loss  by  mutual 
'agreement,  and  that  thereby  in  effect  the  policy  was 
cancelled.  The  use,  therefore,  of  the  word  '' cancelled" 
is  to  a  certain  extent  misleading.  It  is  and  has  been 
the  further  position  of  the  Merchants  Fire  Assurance 
Corporation  that  regardless  of  any  question  of  the 
extent  of  the  brokers'  authority  there  was  in  legal 
effect  a  ratification  by  the  claimants  of  the  substitu- 
tion of  policies,  the  acceptance  of  the  one  carrying 
with  it  the  termination  of  liability  under  the  other. 


ON  THE  QUESTION  OF  THE  AUTHORITY  OF  THE  BROKER. 

The  facts  and  the  evidence  in  support  of  this  ques- 
tion are  comparatively  brief.  In  the  stipulation  of 
facts  it  is  set  forth  that  at  all  times  from  February  6, 
1945,  to  July  23,  1946,  which  included  the  time  of  the 
fire,  and  thereafter,  Otis  &  Browne,  Inc.,  were  act- 


ing  as  insurance  brokers  for  the  plaintiffs.  (Tran- 
script of  the  Record,  page  14,  paragraph  3.)  One  of 
the  underwriters  of  the  Merchants  Fire  Assurance 
Corporation,  Mr.  Ritch,  testified  that  about  Febru- 
ary 6,  1945,  and  over  a  year  before  the  fire,  Mr. 
Browne  of  Otis  &  Browne  visited  the  office  of  the  ap- 
pellee with  a  letter  signed  by  one  of  the  appellants  in- 
structing the  Merchants  to  recognize  Otis  &  Browne 
as  their  brokers.  (Transcript  of  Record,  page  48, 
lines  4  to  15,  page  49,  lines  21  to  30.) 

While  this  was  denied  by  the  broker,  we  submit 
that  in  such  an  instance  where  the  policy  had  been 
originally  issued  by  a  different  broker,  it  was  quite 
logical  and  conceivable  that  the  insureds  would  have 
supplied  the  new  broker  with  some  letter  of  author- 
ization. Testimony  of  this  witness  is  further  con- 
firmed by  the  fact  that  he  had  at  the  time  made  a 
notation  on  the  company's  daily  report,  which  is  its 
record  of  the  policy  that  had  previously  been  issued. 
Regardless  of  whether  or  not  there  was  a  conflict  in 
the  evidence  as  to  appellants  having  written  a  letter 
as  to  Otis  &  Browne  acting  as  brokers  for  the  appel- 
lants, there  is,  nevertheless,  no  conflict  whatever  that 
Mr.  Browne  notified  appellee  as  well  as  all  of  the 
other  companies,  that  they  had  taken  over  as  brokers 
for  the  appellants.  (Transcript  of  Record,  page  69, 
lines  18  to  21.) 

On  the  same  occasion.  Witness  Ritch  testified  that 
Otis  &  Browne  presented  two  endorsements  to  them 
that  said  brokers  had  prepared  to  be  attached  to  the 
policy  of  insurance.    (Transcript  of  Record,  page  50, 


lines  1  to  27.)  There  is  no  dispute  in  the  record  with 
regard  to  the  fact  that  the  brokers  prepared  the  en- 
dorsement appearing  on  the  pohcy  (Plaintiffs'  Ex- 
hibit No.  1)  and  we  direct  the  Court's  attention  to  the 
fact  that  this  form  is  in  considerable  detail  and  con- 
sists of  four  pages  of  closely  typewritten  matter.  It 
indicates  the  exercise  of  a  considerable  discretion  and 
general  authority  on  the  part  of  these  brokers  acting 
for  the  appellants  in  changing  the  form  of  insurance, 
revising  various  paragraphs  and  conditions  and  in- 
Berting  special  clauses,  which  is  entirely  inconsistent 
with  the  mere  authority  of  a  broker  employed  to  ob- 
tain the  issuance  of  a  policy  of  insurance  for  an  in- 
sured. As  a  matter  of  fact,  the  preparation  and  han- 
dling of  this  endorsement  by  the  brokers  shows  that 
they  had  full  and  complete  charge  of  the  appellants' 
insurance  business,  which  fact  was  fully  supported  by 
the  testimony  of  their  witness,  as  follows : 

*' (Testimony  of  Edward  Rambo  Browne.) 

Cross-Examination. 
By  Mr.  Taylor. 

Q.  Mr.  Browne,  you  say  that  you  took  over 
the  representation  as  an  insurance  broker  of  the 
plaintiffs  in  this  case  some  time  in  December  of 
1944? 

A.     That  is  approximately  correct. 

Q.  And  as  the  questions  have  been  brought 
out  by  Mr.  Hauerken,  prior  to  that  time  as  to  this 
particular  policy  a  different  broker  had  acted 
on  it,  isn't  that  so? 

A.    That  is  true. 
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Q.  Aiid  you  were  substituted  in  the  place  of 
that  broker  who  had  issued  the  policy  and  han- 
dled the  plaintiffs'  insurance,  is  that  correct f 

A.     Our  firm  was  substituted. 

Q.  And  you  handled  from  and  after  that  time 
their  entire  insurance  portfolio,  did  you  not? 

A.     That  is  true. 

Q.  It  was  not  an  appointment  designating 
you  for  the  issuance  or  the  obtaining  of  any 
single  policy,  is  that  not  so? 

A.     That  is  true." 

(Transcript  of  Record,  page  68,  lines  1  to  22.) 

While  it  is  true  that  a  broker  employed  merely  to 
obtain  or  write  a  policy  of  insurance  is  not  thereby 
rendered  the  insured's  agent  to  accept  cancellation 
notice,  the  rule  is  quite  the  contrary  where  his  em- 
ployment is  more  extensive,  such  as  where  the  broker 
takes  care  of  all  the  insured's  insurance  business. 

''The  broad  rule  must,  however,  be  modified  if 
the  agency  is  a  general  one,  and  not  merely  a 
special  agency  for  that  particular  policy.  A  no- 
tice canceling  a  policy  given  to  a  broker  employed 
generally  to  look  after  all  of  the  policy  holders' 
insurance  business,  and  who  has  exercised  such 
employment  continuously  for  a  considerahle  pe- 
riod, is  sufficient.  This  is  the  principle  underly- 
ing the  leading  case  of  Stone  v.  Franklin  Ins.  Co., 
105  N.  Y.  543,  12  N.  E.  45,  and  it  has  been  ap- 
proved and  followed  in  numerous  well-considered 
cases. 

Reference  may  be  made  to  White  v.  Insurance 
Co.  of  New  York  (C.C.)  93  Fed.  161;  Parker  & 
Young  Mfg.  Co.  V.  Exchange  Ins.  Co.,  166  Mass. 


484,  44  N.  E.  614;  Faulkner  v.  Manchester  Fire 
Assur.  Co.,  171  Mass.  349,  50  N.  E.  529;  Buick  v. 
Mechanics'  Ins.  Co.,  103  Mich.  75,  61  N.  W.  337; 
Kooistra  v.  Rockford  Ins.  Co.,  122  Mich.  626,  81 
N.  W.  568;  Edward  v.  Home  Ins.  Co.,  100  Mo. 
App.  695,  73  S.  W.  881 ;  Standard  Oil  Co.  v.  Tri- 
umph Ins.  Co.,  64  N.  Y.  85 ;  Karelsen  v.  Sun  Fire 
Office,  122  N.  Y.  545,  25  N.  E.  921,  affirming  48 
Hun.  621,  1  N.  Y.  Supp.  387;  Johnson  v.  North 
British  &  Mercantile  Ins.  Co.,  66  Ohio  St.  6,  63 
N.  E.  610;  John  R.  Davis  Lumber  Co.  v.  Hart- 
ford Fire  Ins.  Co.,  95  Wis.  226,  70  N.  W.  84,  37 
L.  R.  A.  131. 

In  another  leading  case  (Hartford  Fire  Ins. 
Co.  V.  Reynolds,  36  Mich.  502)  the  rule  thus  laid 
down  was  said  to  apply  even  where  the  insurance 
agent  acts  as  broker  for  the  insured,  and  espe- 
cially where  he  exercises  his  own  discretion  in 
selecting  the  companies  among  which  the  risk  is 
to  be  distributed  (Dibble  v.  Northern  Assur.  Co., 
70  Mich.  1,  37  N.  W.  704,  14  Am.  St.  Rep.  470). 
So,  where  the  insured  employed  an  insurance 
agent  to  keep  certain  property  continually  in- 
sured for  a  certain  amount,  part  of  the  insurance 
being  taken  in  companies  represented  by  the 
agent,  and  part  through  other  companies 
(Schauer  v.  Queen  Ins.  Co.  of  America,  88  Wis. 
561,  60  N.  W.  994),  such  agent  must  be  regarded 
as  a  broker,  and  authorized  to  receive  for  the  in- 
sured notices  of  cancellation. 

But  if  the  agent  agrees  with  insured  to  look 
after  the  business  and  keep  up  the  insurance,  the 
insured  having  no  choice  of  companies,  the  agent 
has  authority  to  accept  for  the  assured,  or  to 
waive  the  five  days'  notice  of  cancellation,  pro- 
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vided  for  in  the  policy,  and  obtain  a  new  policy 
from  another  company. 

Allemania  Fire  Ins.  Co.  v.  Zweng,  127  Ark.  141, 
191  S.W.  903;  Farrar  v.  Western  Assiir.  Co.,  159 
P.  609,  30  Cal.  App.  489,  application  for  rehear- 
ing in  Supreme  Court  denied  159  P.  611,  30  Cal. 
App.  489 ;  National  Union  Fire  Ins.  Co.  v.  Macon 
Hardwood  Lumber  Co.,  24  G.A.  App.  726,  102 
S.E.  180;  Aetna  Ins.  Co.  v.  Renno,  96  Miss.  172, 
50  So.  563;  Orkin  v.  Standard  Fire  Ins.  Co.,  99 
N.J.  Law,  114,  122  A.  823;  Dalton  v.  Norwich 
Union  Fire  Ins.  Soc.  (Tex.  Com.  App.)  213  S.W. 
230,  Reversing  (Civ.  App.)  175  S.W.  459;  Holly- 
wood Lumber  &  Coal  Co.  v.  Dubuque  Fire  &  Ma- 
rine Ins.  Co.  (W.Va.)  92  iS.E.  858." 

Cooley's  Briefs  on  Insurance,  Vol.  5,  4595,  4596. 

In  the  case  of  Farrar  v.  Western  Assiir.  Co.,  159 
Pac.  609,  30  Cal.  App.  489,  it  appeared  that  the  owner 
of  furniture  had  authorized  a  broker  to  obtain  in- 
surance in  the  amount  of  $1,000.00  on  said  property. 
She  had  $500.00  insurance  through  another  party. 
Each  year  when  the  policy  would  expire,  the  broker 
would  renew  it  and  the  assured  would  pay  the  pre- 
mium. On  one  occasion  a  small  fire  loss  occurred  and 
the  adjuster  and  the  broker  attended  to  the  adjust- 
ment satisfactorily,  and  the  assured  then  told  him 
to  take  care  of  her  insurance  and  to  keep  her  cov- 
ered in  a  good  company  in  the  amount  of  $1,000.00. 
The  policy  in  question  was  with  the  St.  Paul  Fire  and 
Marine  Insurance  Company,  and  said  company  noti- 
fied the  broker  that  it  wished  to  cancel  its  policy  and 
gave  him  the  usual  five  day  cancellation  notice.  The 
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broker  was  unable  to  contact  the  assured  and  there- 
upon obtained  a  policy  in  a  similar  amount  or  made 
an  agreement  for  such  insurance  with  the  defendant, 
Western  Assurance  Company.  A  few  days  thereafter, 
loss  occurred  without  the  policy  having  been  issued. 
The  Court  held  that  there  was  an  oral  agreement 
for  insurance,  and  on  the  question  of  the  broker's 
authority  to  place  such  new  insurance  for  the  in- 
sured, the  Court  stated  as  follows: 

"We  think  the  defendant  is  liable.  Perhaps 
when  Coleman  placed  the  first  insurance  for  Mrs. 
Plier  he  was  merely  an  insurance  solicitor,  whose 
authority  was  quite  limited,  but  later,  as  we  have 
seen,  she  extended  his  authority  by  telling  him 
Ho  take  care  of  her  insurance  and  to  see  that 
she  was  covered  to  the  amount  of  $1,000.'  At 
another  place  in  the  record  she  is  shown  to  have 
testified  as  follows: 

'A.    About  the  Western  Assurance,  I  never 

told  him  what  company  to  insure  me  in.  I  just 

said.  Insure  me  for  $1,000,  and  that  was  all. 

As  long  as  it  was  covered,  that  is  all  I  cared. 

Q.     As  long  as  it  was  covered? 

A.    Yes,  sir. 

Q.     It  says,  '^I  looked  upon  him  as  a  solici- 
tor only." 

A.     I    don't    know    about   solicitor — I    only 
told  him  to  insure  me  and  keep  me  insured. 
Q.    To  keep  you  insured! 
A.     To  keep  me  covered — that  is  all  I  cared 
— as  long  as  I  was  in  a  good  company.' 

Coleman's  testimony  we  think  tends  to  cor- 
roborate the  testimony  of  Mrs.  Plier;  but  we  are 
satisfied  that  the  direction  by  Mr.  Plier  to  Cole- 
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man  just  referred  to  made  him  more  than  a  mere 
soliciting  insurance  agent,  and  constituted  him, 
as  found  by  the  court,  her  general  agent  to  keep 
her  insured  to  the  extent  of  $1,000  in  respect  to 
the  property  here  involved.  Being  her  general 
agent  for  this  purpose,  we  think  he  was  author- 
ized, as  an  incident  of  his  employment,  to  ac- 
cept and  to  act  upon  a  notice  of  cancellation. 
Stevenson  v.  Sun  Ins.  Office,  17  Cal.  App.  280, 
119  Pac.  529. 

'A  general  agent  with  power  to  insure  prop- 
erty and  to  keep  it  insured  may  accept  notice 
of  cancellation  and  procure  substituted  insur- 
ance or  renewal  of  insurance  in  another  com- 
pany.' 22  Cyc.  1447;  Aetna  Ins.  Co.  v.  Renno, 
96  Miss.  172,  50  South,  546;  Phoenix  Ins.  Co. 
v.  State,  76  Ark.  180,  88  S.W.  917,  6  Ann.  Cas. 
440;  Schauer  v.  Queen's  Ins.  Co.,  88  Wis.  561, 
60  N.  W.  994;  Todd  v.  German- Am.  Ins.  Co., 
2  Ga.  App.  789,  59  S.E.  94. 

But  even  if  Coleman  were  not  the  general 
agent  for  the  assured,  still  the  finding  of  the 
court  as  to  his  authority  would  have  to  be  sus- 
tained on  the  theory  that  his  action  in  procui*- 
ing  the  policy  in  the  defendant  was  ratified  by 
his  principal.  In  filing  her  claim  of  loss  and  de- 
manding payment,  she  ratified  the  action  of  her 
agent.  The  authorities  seem  to  hold  that  a  ratifi- 
cation, though  made  subsequent  to  a  loss,  is 
valid."  ; 

Thus  it  is  that  while  other  jurisdictions  may  adopt 
different  rules,  California  has  recognized  that  a 
broker  handling  an  insured's  business  is  not  Limited 
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in  his  authority  to  that  of  a  broker  employed  solely 
to  procure  insurance. 

The  reason  for  this  rule  is  rather  obvious.  There 
are  many  instances  where  one  asks  a  broker  to  obtain 
policies  of  various  kinds,  but  under  such  conditions  it 
would  be  illogical  to  permit  such  a  one  to  act  on  other 
matters  without  specific  instructions — especially  where 
it  resulted  in  an  alteration  of  the  insured's  position, 
such  as  the  taking  away  from  him  of  insurance  pro- 
tection. On  the  other  hand,  where  the  broker  has  a 
continuing  employment  and  is  in  charge  of  the  in- 
sured's insurance  business,  he  is  the  proper  one  to 
modify  forms,  enlarge  or  decrease  insurance  port- 
folios and  to  generally  select  and  change  the  com- 
panies with  whom  policies  are  carried. 

By  this  decision  also  California  has  adopted  a  dif- 
ferent rule  from  some  states  with  regard  to  ratifica- 
tion after  loss. 

A  reading  of  this  decision  discloses  that  apparently 
the  insured  obtained  some  settlement  or  payment 
from  the  St.  Paul  Fire  and  Marine,  the  company  that 
carried  the  original  policy,  and  the  Appellate  Court 
of  California  expressed  some  curiosity  as  to  the  basis 
that  the  insured  there  might  have  made  claim  from 
said  insurance  company,  and  which  company  occupies 
a  similar  capacity  to  the  Merchants  in  this  instance. 
The  particular  question,  however,  not  being  one  before 
the  Court,  was  not  probed  further. 

Considerable  discussion  and  comment  has  occurred 
with  regard  to  the  failure  to  cancel  the  policy  in  ac- 
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cordance  with  the  cancellation  clause  and  inferring 
that  unless  those  steps  and  that  procedure  were  fol- 
lowed out  there  could  be  no  termination  of  the  Mer- 
chants' liability  by  other  means.  This  contention  is, 
of  course,  conclusively  refuted  in  Stevenson  v.  Sun 
Ins.  Office,  119  Pac.  529,  17  Cal.  App.  280,  in  which 
rehearing  was  denied  l)y  the  Supreme  Court  of  this 
State.  There  the  insured  had  ordered  $30,000  of  in- 
surance that  was  obtained  by  the  broker  and  subse- 
quently requested  that  it  be  reduced  to  $25,000.  The 
broker  thereupon  went  to  the  defendant  insurance 
company  and  informed  them  that  the  insured  had 
ordered  their  policy  cancelled.  Before  further  action 
could  be  taken,  fire  destroyed  the  property  that  eve- 
ning. The  assured  contended  that  the  broker  was  his 
agent  for  the  purpose  of  negotiating  and  placing  in- 
surance, but  was  not  his  agent  for  the  purposes  of 
cancellation.  With  this  contention  the  Court  disagreed 
and  it  was  held : 

''There  is  no  merit  in  the  contention  discussed 
and  urged  by  plaintiff  that  the  contract  of  insur- 
ance in  the  case  at  bar  cannot  be  considered  as 
canceled  merely  because  the  policy  in  controversy 
was  not  formally  and  physically  surrendered  into 
the  possession  of  the  defendant  prior  to  the  fire. 
A  contract  of  insurance  must  be  governed  and  in- 
terpreted by  the  same  rules  which  ordinarily  ap- 
ply to  other  contracts,  and  it  will  be  enforced 
only  according  to  the  manifest  intention  of  the 
parties.  It  is  a  self-evident  proposition  that  a  con- 
tract of  insurance  may  be  as  readily  rescinded,  as 
it  was  made,  by  the  mutual  agreement  of  the  par- 
ties   or    their    authorized    representatives;    and, 
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while  the  surrender  of  a  policy  of  insurance  by 
the  insured  and  its  acceptance  by  the  insurer  is 
usually  prima  facie  evidence  of  cancellation,  yet 
a  formal  physical  surrender  is  not  absolutely 
necessary  to  a  rescission  and  cancellation  of  the 
contract.  The  formal  surrender  and  acceptance  of 
the  policy  is  at  best  a  piece  of  evidence  tending 
to  show  a  cancellation,  and,  if  the  fact  of  rescis- 
sion is  established  (as  we  think  it  was  in  this 
case)  by  the  mutual  agreement  of  the  parties, 
the  rescission  is  as  complete  and  effectual  as  if  the 
policy  had  been  actually  indorsed  'canceled',  and 
surrendered  into  the  possession  of  the  defend- 
ant." 

The  situation  in  this  case  is  quite  different  from 
the  circumstances  contended  for  by  appellants  with 
regard  to  the  authority  of  a  broker  employed  solely 
•to  procure  insurance.  The  very  fact  that  he  is  em- 
ployed solely  to  procure  insurance  indicates  a  quali- 
fied and  restricted  agency.  On  the  other  hand,  here  we 
do  not  have  any  qualifications  to  the  broker's  author- 
ity or  his  agency.  He  was  the  general  insurance 
broker  for  the  appellants,  who  quite  apparently  in- 
structed him  to  contact  all  the  insurance  companies 
and  so  inform  them,  with  no  information  being  con- 
veyed to  them,  nor  apparently  any  instructions  hav- 
ing been  given,  that  the  brokers  were  to  be  considered 
as  having  any  limited  authority.  The  undisputed  facts 
are,  as  established  by  the  testimony  of  the  appellants' 
own  witness,  that  the  broker  had  entire  and  comi)lete 
charge  of  the  appellants'  insurance  portfolio,  and  it 
would  seem,  therefore,  that  it  was  fully  within  the 
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scope  of  their  authority  to  adjust  lines,  take  out  new 
policies,  replace  and  substitute  other  policies,  and 
generally  to  keep  the  insureds'  program  in  force  and 
effect  for  appellants.  Furthermore,  as  we  have  here- 
tofore indicated,  the  very  fact  that  these  brokers  had 
prepared  extensive  and  involved  endorsements  shows 
a  supervision  and  authority  to  handle  matters  for  the 
appellants  other  than  the  mere  procurement  of  policies. 


AUTHORITIES  CITED  BY  APPELLANTS. 

An  examination  of  the  cases  cited  by  appellants  will 
show  that  they  are  all  distinguishable  on  the  facts  or 
for  other  reasons.  Lauman  v.  Concordia  Fire  Ins.  Co., 
195  Pac.  951,  50  Cal.  App.  609,  involved  a  situation 
where  a  cancellation  notice  was  given  by  the  insurer 
to  a  broker,  and  the  Court  held  that  there  was  merely 
an  employment  to  procure  a  policy  which  ended  when 
that  policy  had  been  obtained  and  delivered. 

Appellants  then  refer  to  other  California  decisions 
as  holding  to  the  same  effect.  Among  these  is  Emery 
V.  Pacific  Employers,  67  Pac.  (2d)  1047,  8  Cal.  (2d) 
663,  which  was  a  suit  on  an  automobile  liability  policy 
with  the  question  arising  as  to  whether  various  other 
policies  of  the  insured  had  been  cancelled  contrary  to 
the  insured's  specific  representations.  On  this  ques- 
tion, the  Court  merely  said  that  an  agent  to  procure 
insurance  is  not  an  agent  for  cancellation  and  a  notice 
to  him  is  not  notice  to  the  insured.  Even  there,  how- 
ever, the  Court  felt  that  the  agency  might  be  such 
as  to  bind  the  insured,  for  it  was  said : 
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'^In  the  instant  case  it  would  seem  that  upon  the 
testimony  of  Bronis  the  jury  might  have  found 
that  Strother  &  Strother  were  acting  as  agents 
for  Bronis  for  cancellation  as  well  as  procuring 
of  insurance.  Bronis  testified  that  Strother  & 
Strother  would  be  better  able  to  answer  a  ques- 
tion as  to  whether  cancellation  notices  had  been 
received  on  his  policies  than  he  himself  would; 
that  if  he  received  anything  he  turned  it  over  to 
Strother;  that  he  had  nothing  to  do  with  the  in- 
surance, and  that  he  had  implicit  faith  and  con- 
fidence in  Strother.  It  also  appeared  that  Strother 
&  Strother  carried  on  correspondence  with  the 
insurance  companies  upon  certain  of  the  policies 
after  their  issue." 

In  Quong  Tiie  Sing  v.  Anglo  Nevada  Assurance 
Company,  25  Pac.  58,  86  Cal.  566,  the  insurer's  local 
agent  contacted  the  broker  who  had  obtained  the 
policy  relative  to  cancelling  same,  and  the  broker 
then  went  to  the  insured  and  informed  him  that  the 
policy  had  been  cancelled  and  offered  a  policy  in  a 
lesser  sum.  A  partial  tender  of  refimd  of  premium 
was  made.  The  assured,  however,  refused  to  accept 
same  and  the  Court  held  that  the  broker  was  not  the 
insured's  agent  for  the  purpose. 

Lauman  v.  Springfield  Fire  d  Marine,  195  Pac.  50, 
184  Cal.  650,  is  where  the  insurer  and  the  insured 
agreed  on  July  10th  that  the  policy  was  cancelled, 
but  that  the  policy  had  a  mortgage  clause  giving  the 
mortgagee  protection  for  an  additional  ten  days  with- 
in which  time  a  fire  occurred.  The  insurer  there 
contended  that  the  mortgagee  had  told  the  insured  to 
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look  after  the  insurance,  and  that  thus  the  insured 
had  been  his  agent  and  the  mortgagee  would  be  bound 
by  the  cancellation  agreement.  In  this  respect  the 
Court  had  the  following  to  say: 

'*It  is  held  in  Farrar  v.  Western  Insurance  Co., 
30  Cal.  App.  489,  159  Pac.  609,  611  (see,  also, 
Edwards  v.  Home  Insurance  Co.,  100  Mo.  App. 
695,  73  S.W.  881),  that  where  a  broker  or  agent 
is  employed  to  keep  the  property  insured,  he  had 
the  authority  to  cancel  as  well  as  to  procure  in- 
surance. But  the  authority  to  keep  the  property 
insured  would  not  be  authority  to  consent  to  a 
cancellation  of  insurance  which  would  leave  the 
property  wholly  without  insurance.  In  this  case 
the  effect  of  the  agreement  to  cancel  the  insur- 
ance was  to  leave  the  mortgagee  without  any  pro- 
tection, although  the  contract  already  in  force 
entitled  him  to  protection  for  ten  days.  However, 
the  relationship  between  Luman  and  Dodd  was 
not  that  of  principal  and  agent.  They  were  mort- 
gagor and  mortgagee,  and  their  relation  to  the 
property  was  fixed  hy  the  mortgage  and  loy  the 
policy  of  insurance  wherein  it  was  specifically 
agreed  that  the  notice  of  cancellation  should  not 
be  effective  against  the  mortgagee  imtil  after  ten 
days'  notice  in  writing  to  him." 

We  believe  these  decisions  in  California  rather 
clearly  show  that  in  this  State  such  an  agent  for  the 
insured  as  was  there  involved,  or  who  occupied  the 
capacity  such  as  Otis  &  Browne  in  this  instance,  and 
who  obviously  had  authority  to  keep  the  property  in- 
sured, would  likewise  have  authority  to  cancel  policies 
or  to  accept  cancellation  notices. 
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The  next  case  referred  to  under  this  subdivision 
by  appellants  is  Hooker  v.  American  Indemyiity,  54 
Pac.  (2d)  1128,  12  Cal.  App.  (2d)  116,  which  was  a 
suit  on  a  different  form  of  policy,  same  being  a  lia- 
bility policy  for  the  benefit  of  the  public.  The  broker, 
upon  misunderstanding  instructions  from  his  insured, 
cancelled  the  policy,  and  the  Court  declared  that  gen- 
erally a  broker  who  only  procures  insurance  has  no 
authority  to  effect  a  cancellation.  The  very  reference 
to  the  word  ^'generally"  indicates  that  in  many  in- 
stances and  in  varying  circumstances  the  Court  recog- 
nized that  the  broker  would  have  such  authority.  It 
is  further  said  that  in  that  instance  there  was  no  evi- 
dence that  the  broker  was  a  general  agent  for  the 
insured  instructed  to  handle  his  insurance  in  a  general 
way. 

Cronewett  v.  Iowa  Underwriters,  186  Pac.  824,  44 
Cal.  App.  571,  has  no  bearing  whatever  upon  the  is- 
sues before  this  Court.  It  is  there  contended  that  an 
agent  of  the  mortgagee  to  cancel  and  replace  policies 
would  also  bind  the  assured  mortgagor.  Disposing 
of  the  question,  the  Court  merely  commented  on  the 
fact  that  an  agent  employed  to  place  insurance  is  not 
thereby  rendered  an  agent  to  cancel  the  policy. 

The  final  case  to  which  appellants  have  referred  on 
the  matter  of  authority  is  Tarleton  v.  BeVeitve,  113 
Fed.  (2d)  290.  The  broker  had  obtained  a  policy  and 
later  when  the  premium  was  not  paid  he  returned 
the  policy  to  the  insurer  without  the  insured's  knowl- 
edge.   The  insurer,  however,  did  not  accept  the  return 
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of  the  policy  but  demanded  an  earned  premium  for 
the  time  that  it  had  been  in  force  and  during  this 
period  a  fire  occurred.  The  insurance  company  then 
reversed  its  position  and  contended  that  the  policy 
had  never  been  in  effect,  and  in  any  event  that  it  had 
been  cancelled.  This  Court,  in  reviewing  that  case, 
said  that  under  Steveusofi  v.  Sun  and  Farrar  v. 
Western  Assurance,  heretofore  referred  to,  they  would 
have  held  that  the  policy  had  been  cancelled,  but  that 
imder  subsequent  California  decisions  this  result 
would  not  be  permitted  if  the  insured  were  thereby 
to  be  left  wholly  without  insurance.  In  this  respect 
this  Court  had  the  following  to  say : 

^'If  there  were  no  other  cases  from  California  to 
guide  us,  we  might  feel  an  obligation  to  sustain 
appellees'  position  as  to  the  effect  of  the  at- 
tempted cancellation  on  Mrs.  McElligott's  claim. 
However,  these  cases  have  been  distinguished  and 
the  principle  involved  elaborated  in  more  recent 
decisions  from  the  California  courts.  Thus,  in 
the  case  of  Lauman  v.  Springfield  Fire,  etc.,  Ins. 
Co.,  184  Cal.  650,  652,  195  P.  50,  51,  the  court 
said :'  *  *  *  It  is  held  in  Farrar  v.  Western  Assur. 
Co.,  30  Cal.  App.  489,  159  P.  609,  611  *  *  *,  that 
where  a  broker  or  agent  is  employed  to  keep  the 
property  insured,  he  had  the  authority  to  cancel 
as  well  as  to  procure  insurance.  But  the  authority 
to  keep  the  property  insured  would  not  be  author- 
ity to  consent  to  a  cancellation  of  insurance  which 
would  leave  the  property  wholly  without  insur- 
ance.' In  the  case  at  bar,  if  there  had  been  a 
cancellation,  the  property  would  have  been  wholly 
without  insurance." 


21 


In  the  pending  matter,  the  plaintiffs  and  appellants, 
without  taking  into  account  the  policy  of  the  Mer- 
chants, had  all  the  insurance  they  had  ever  ordered 
or  had  requested  their  brokers  to  obtain.  The  rule  of 
law  in  California  as  recognized  by  the  foregoing  deci- 
sions would,  under  the  circumstances  that  exist  here 
where  the  brokers  had  obtained  a  valid  and  new  policy 
to  replace  that  of  the  appellee,  clearly  deny  recovery. 
To  permit  otherwise  would  in  effect  occasion  a  double 
recovery. 

In  other  words,  it  appears  rather  clearly  that  as 
far  as  these  insureds  are  concerned,  they  desired 
$300,000.00  total  insurance  prior  to  the  fire.  They 
had  never  given  any  instructions  for  any  addi- 
tional policies,  and  it  would  appear  they  did  not 
wish  to  assume  the  liability  for  any  additional  pre- 
miums. Quite  obviously  they  felt  that  such  insurance 
schedule  was  sufficient  for  their  purposes.  On  the 
other  hand,  if  they  were  to  recover  from  the  appellee 
in  this  instance  they  would  recover  on  the  total  of 
$315,000.00  insurance,  as  to  which  additional  $15,- 
000.00  they  would  have  had  no  knowledge  prior  to 
the  loss  in  question.  Upon  subsequently  ascertaining 
that  the  brokers  had  obtained  insurance  with  the 
Home  Fire  and  Marine  Insurance  Company  solely 
for  the  purpose  of  replacing  appellee's  policy,  and 
as  to  which  they  had  informed  the  Merchants  to  close 
their  file  as  their  policy  had  been  replaced,  they  would 
ask  this  Court  to  permit  them  to  accept  and  take  ad- 
vantage of  that  policy,  but  to  repudiate  and  deny  the 
terms  under  which  and  the  purposes  for  which  their 
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brokers  had  obtained  it.  If  it  were  the  fact  that  said 
company  had  repudiated  its  policy,  or  that  the  in- 
sureds would  suffer  detriment  whereby  the  brokers 
had  altered  their  insurance  schedule,  possibly  a  dif- 
ferent result  would  have  been  called  for. 

On  the  matter  of  ostensible  agency  it  is  provided 
by  the  Civil  Code  of  California : 

''Authority  Limited  to  Appointment — An  agent 
has  such  authority  as  the  principal,  actually  or 
ostensibly,  confers  upon  him." 
Civil  Code,  Sec.  2315. 

''Ostensible    Authority — Ostensible    authority   is 
such  as  a  principal,  intentionally  or  by  want  of 
ordinary  care,  causes  or  allows  a  third  person  to 
believe  the  agent  to  possess." 
Civil  Code,  Sec.  2317. 

The  defendant  in  this  instance  would  have  had  no 
reason  to  communicate  with  Otis  &  Browne  except  for 
plaintiffs'  having  intentionally  sent  them  to  defend- 
ant with  evidence  of  their  authority  to  write  endorse- 
ments for  plaintiffs  and  as  to  their  super^dsion  of 
plaintiffs'  insurance.  Defendant  was  fully  justified 
in  thereafter  giving  notice  to  terminate  liability  to  the 
brokers  and  in  relying  on  their  advice  that  a  substitu- 
tion of  policies  had  been  effected.  Under  these  facts, 
there  is  a  clear  estoppel  against  plaintiffs'  repudiating 
or  denying  the  authority  of  their  agents,  the  effect  of 
their  acts  and  conduct  or  of  the  effect  of  defendant 
having  relied  thereon. 

"An  agent  represents  his  principal  for  all  pur- 
poses within  the  scope  of  his  actual  or  ostensible 
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authority,  and  all  the  rights  and  liabilities  which 
would  accrue  to  the  agent  from  transactions  with- 
in such  limit,  if  they  had  been  entered  into  on  his 
own  account,  accrue  to  the  principal." 
Civil  Code,  Sec.  2330. 

It  is  quite  apparent  that  if  it  had  not  been  for  the 

brokers'  letter  to  the  Merchants,  the  latter  would  have 

sent  out  a  formal  cancellation  notice  to  the  insured. 

'^A  principal  is  bound  by  acts  of  his  agent,  under 

a  merely  ostensible  authority,  to  those  persons 

only  who  have  in  good  faith,  and  without  want  of 

ordinary  care,  incurred  a  liability  or  parted  with 

value,  upon  the  faith  thereof." 

Civil  Code,  Sec.  2334. 

Appellants  complain  of  the  fact  that  ostensible 
agency  is  not  applicable  to  this  case  for  the  reason 
that  such  ostensible  authority  is  solely  determined 
by  the  conduct  of  the  principal  and  not  that  of  the 
agent.  But  in  this  instance,  it  is  our  contention  that 
it  was  the  conduct  of  the  insureds  which  directly 
caused  and  induced  the  insurance  company  to  contact 
the  brokers  and  to  rely  on  them. 

Objection  is  further  raised  by  the  appellants  in  re- 
gard to  the  admission  in  evidence  of  defendant's  ex- 
hibits B  and  C.  These  letters  were  perfectly  proper, 
not  only  for  the  reason  that  they  corroborated  the 
testimony  of  the  witness  Browne  as  well  as  the  agreed 
statement  of  facts,  but  likewise  in  view  of  the  extent 
of  the  brokers'  authority  as  heretofore  established, 
they  were  binding  on  the  insureds,  and  in  establishing 
that  after  having  been  informed  that  their  policy 
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had  been  replaced  and  that  they  could  close  their 
file,  the  Merchants  Fire  Assurance  Corporation  had 
relied  upon  them  to  the  extent  of  taking  no  further 
action.  It  is  quite  obvious  from  the  nature  of  the 
commimications  that  if  they  had  not  been  received 
formal  cancellation  notice  would  have  gone  out  prior 
to  the  loss  in  question. 


ON  THE  QUESTION  OF  RATIFICATION. 

As  appears  from  the  Record  the  original  exhibits 
B  and  C  have  been  sent  up  to  this  Court  from  the 
District  Court  rather  than  having  been  set  forth  in 
the  Transcript  of  the  Record.  (See  pages  34  and  35 
Transcript  of  Record.)  It  appears  that  about  six 
weeks  prior  to  the  occurrence  of  the  fire  the  Mer- 
chants Fire  Assurance  Corporation  addressed  appel- 
lants' brokers  as  follows:. 

"Will  you  kindly  cancel  this  policy  and  return 
it  to  us  for  pro  rata  cancellation?  The  company 
has  requested  us  to  retire  from  the  liability  be- 
cause we  are  no  longer  willing  to  accept  this 
classification.  If  you  would  prefer,  we  can  send 
cancellation  notice  direct  to  the  assured.  How- 
ever, we  will  not  do  so  unless  you  specifically  in- 
struct us." 

(Transcript  of  Record  page  52,  lines  17  to  24.) 

Thereafter,  and  about  three  weeks  before  the  fire, 
said  company,  not  having  had  any  reply  from  Otis  & 
Browne,  sent  them  a  letter  in  the  following  form : 

'^Re:  Policy  No.  8604,  Technical  Porcelain  Com- 
pany. 
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We  are  following  up  a  letter  written  to  you  on 
April  (16)  10th  asking  for  cancellation  of  this 
policy. 

We  understood  that  you  were  going  to  relieve 
us  of  liability  as  soon  as  possible  although  no 
definite  date  was  set  for  the  termination. 

Will  you  kindly  follow  this  up  and  endeavor 
to  have  our  policy  returned  within  the  next  ten 
daysr' 

(Transcript  of  Record  page  55,  lines  7  to  17.) 

Several  days  thereafter  this  letter  was  returned  to 
appellee  by  Otis  &  Browne  with  the  notation  on  it, 
''You  may  close  your  file  as  this  has  been  replaced  as 
of  April  10th,  1946.  Policy  is  at  Mechanics  Bank 
Richmond  and  will  require  some  time  to  secure  unless 
you  wish  to  send  cancellation  notice  dated  ten  days 
prior  to  April  10th,  1946."  Appellant  raises  some 
contention  with  regard  to  this  note  to  the  effect  that 
it  indicated  to  the  insurance  company  that  the  brokers 
did  not  have  authority  to  act  and  that  the  company 
should  send  cancellation  notice  out  to  the  insureds. 
On  the  other  hand,  we  believe  this  note  indicates  just 
the  contrary.  In  other  words,  the  brokers  were  re- 
ferring to  the  return  of  the  policy  to  the  insurance 
company  and  that  they  could  not  get  it  for  some  time 
and  that,  therefore,  if  the  insurance  company  wished 
to  send  out  a  predated  cancellation  notice,  it  probably 
would  have  no  concern  about  a  return  of  the  policy. 
The  significance  of  this  language  relates  solely  to  the 
statement  by  the  insurance  company  that  they  wished 
their  policy  returned  mthin  the  next  ten  days. 
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The  fact  is  that  the  brokers  did  not  feel  that  any- 
further  notice  or  advice  to  the  insurance  company 
was  called  for,  for  it  appears  in  the  stipulation  of 
facts  that,  upon  receipt  of  the  first  mentioned  letter 
some  weeks  previously  from  the  Merchants,  Otis  & 
Browne  had  immediately  gone  out  and  obtained  a 
policy  of  fire  insurance  with  the  Home  Fire  and 
Marine  in  the  same  amount  of  $15,000.00  insuring 
plaintilfs  on  the  same  property  from  that  very  day 
for  a  period  of  three  years.  This  last  mentioned  com- 
pany never  at  any  time  denied  or  questioned  its  lia- 
bility under  said  coverage,  and,  upon  claim  being 
made  by  appellants,  it  paid  them  the  very  same  sum 
that  said  appellants  are  claiming  in  this  action  from 
appellee.  (Transcript  of  Record  pages  14  and  15, 
paragraphs  4,  5,  and  8.) 

Witness  Browne  affirmed  the  fact  that  his  reference 
to  having  ''replaced"  the  policy  of  the  Merchants 
specifically  referred  to  the  policy  of  the  Home  Fire 
and  Marine  Insurance  Company.  (Transcript  of 
Record  page  71,  lines  10  to  22.) 

In  line  with  what  is  said  in  the  case  of  Farrar 
V.  Western  Assurance  Company  at  the  bottom  of  page 
9,  the  appellants,  in  making  claim  for  and  demand- 
ing payment  under  the  Home  Fire  and  Marine  policy, 
ratified  the  authority  and  acts  of  the  brokers  in  ob- 
taining said  policy,  and  as  will  appear  from  the  case 
of  Finley  v.  New  Brunswick  Fire  Insurance  Co.,  193 
Fed.  195,  appellants  had  the  right  to  claim  under  one 
policy  or  the  other  and,  having  accepted  the  new 
policy  and  obtaining  reimbursement  thereunder,  they 
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likewise  must  be  lield  to  have  adopted  the  object  and 
purpose  for  which  said  policy  was  obtained,  namely 
to  replace  that  of  the  Merchants. 

In  said  case  the  defendant's  agent  had  looked  after 
plaintiff's  insurance  for  some  years.  On  August  16, 
1910,  defendant  requested  its  agents  to  pick  up  their 
policy.  Rogers  &  Rogers,  the  agents,  received  this 
request  on  August  20,  1910,  and  on  the  same  day 
obtained  for  plaintiff  a  policy  with  the  Western  Em- 
pire Insurance  Company  in  the  same  amount  as  de- 
fendant's policy  and  on  the  same  property.  On  the 
next  day  the  property  was  destroyed.  After  the  fire, 
plaintiff  accepted  the  Western  Empire  policy  from 
Rogers,  but  refused  to  relinquish  defendant's  policy 
on  being  told  that  said  company  had  requested  that 
it  be  cancelled. 

Plaintiff  sued  both  companies  and  recovered  from 
the  Western  Empire. 

The  Court  said: 

''The  Western  Empire  policy  was  taken  out  by 
Rogers  &  Rogers  assuming  to  act  for  plaintiff, 
for  the  purpose  of  replacing  the  policy  in  suit, 
which  they  had  been  instructed  to  pick  up  and 
retain,  and  not  for  the  purpose  of  increasing  the 
amount  of  insurance  already  on  the  property. 
*  *  *  On  the  morning  of  August  20th,  the  prop- 
erty was  insured  in  the  sum  of  $7,500,  or  in  one 
and  one  half  times  its  full  or  sound  value;  the 
plaintiff  had  not  applied  for  further  insurance, 
and  did  not  know  that  such  an  application  had 
been  made  in  his  behalf.  The  new  policy  was 
taken  out  immediately  upon  receipt  of  instruc- 
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tions  to  cancel  one  of  the  existing  policies,  and 
manifestly  as  a  substitute  for  the  existing  policy, 
and  not  as  new  or  increased  insurance.  Under 
these  circumstances  the  property  was  never  in- 
sured in  excess  of  $7,500,  and  was  never  covered 
by  more  than  three  policies.  And  assuming  for 
the  purposes  of  this  case  that  Rogers  &  Rogers 
had  no  authority  to  cancel  the  policy  in  suit,  or 
to  substitute  another  policy  in  its  place,  yet,  when 
the  plaintiff  was  informed  as  to  what  had  taken 
place,  it  was  incum]3ent  on  him  to  elect  which 
policy  he  would  claim  under.  If  Rogers  &  Rogers 
acted  without  authority,  he  might  disavow  their 
acts,  and  claim  under  the  three  old  policies  which 
were  in  force  at  the  time  of  the  fire,  or  he  might 
ratify  the  substitution  which  his  agents  had  made 
in  his  behalf,  and  without  authority;  but  mani- 
festly he  could  not  do  both.  He  could  not  claim 
the  benefit  arising  from  the  act  of  his  agents  in 
taking  out  a  policy,  and  at  the  same  time  repudi- 
ate the  object  and  purpose  for  which  the  new 
policy  was  obtained.  These  conclusions  would 
seem  inevitable  from  a  mere  statement  of  the 
facts,  and  are  amply  supported  by  the  author- 
ities. 

In  Arnfeld  v.  Guardian  Assur.  Co.,  172  Pa. 
605,  34  Atl.  580,  the  insurance  broker  acted,  or 
attempted  to  act,  for  both  parties  in  substituting 
one  policy  for  another,  as  was  done  in  this  case, 
and  the  trial  judge  was  requested  to  instruct  the 
jury  as  follows : 

That  4f  the  jury  believe  from  the  evidence  that 
the  plaintiffs,  by  their  agent,  Charles  Zug- 
schmidt,  on  the  10th  day  of  May,  1893,  took 
out  a  policy  in  the  Queen  Insurance  Company 
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for  $2,500  upon  the  same  property  as  that  cov- 
ered by  the  policy  in  suit,  and  that  their  pur- 
pose in  so  doing  was  not  to  increase  their  line 
of  insurance,  but  to  substitute  the  policy  in  the 
Queen  in  the  place  of  the  policy  in  suit,  because 
the  defendant  had  given  notice  on  the  8th  of 
May,  1893,  to  cancel  the  policy  in  suit  within 
five  days,  in  accordance  with  its  terms,  and  the 
Queen  Company  recognized  their  responsibility, 
and  paid  the  plaintiffs  the  amount  covered  by 
their  policy,  the  moment  the  risk  was  covered 
in  the  Queen,  the  policy  in  suit  was  thereby 
cancelled,  the  defendant  released,  and  the  ver- 
dict should  be  for  the  defendant.' 

This  request  was  refused,  and  in  reversing  the 

judgment,  the  Supreme  Court  said: 

'  The  court  below  being  of  opinion  that  as  plain- 
tiffs had  the  right  to  take  out  double  insur- 
ance, and  as  the  five  days  in  which  they  were 
requested  to  have  the  first  policy  cancelled  had 
not  expired  at  the  date  of  the  fire,  and  as  the 
policy  was  still  in  possession  of  the  plaintiffs, 
without  any  direct  return  to  them  of,  or  offer 
to  return,  unearned  premium,  the  policy  was 
still  in  force,  declined  to  give  the  instruction 
prayed  for.  The  only  question,  then,  is,  Should 
this  point  have  been  affirmed?  It  may  be  con- 
ceded that  there  was  no  formal,  technical  can- 
cellation of  the  policy  issued  by  the  defendant. 
It  was  in  possession  of  plaintiffs.  Defendant 
had  not  returned  or  offered  to  return  to  them 
the  premium.  But  was  there  a  substitution  of 
the  liability  of  a  third  party  for  that  of  the 
defendant  by  the  consent  of  the  plaintiffs,  de- 
fendant,   and    the    third   party?    Defendant's 
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contract  was  one  of  indemnity  in  a  fixed  amount 
against  loss  by  fire  on  certain  goods.  A  third 
party,  the  Queen  Insurance  Company,  took  its 
place,  and  indemnified  plaintiffs  against  pre- 
cisely the  same  loss,  in  the  same  amount,  on 
the  same  goods,  then  stood  by  its  contract,  and 
paid  the  loss.  This  was  a  complete  and  effectual 
substitution  of  another  insurer  in  place  of  de- 
fendant, and  this  by  the  consent  of  all  parties 
interested;  for  it  is  not  important  to  discuss 
the  exact  authority  of  an  insurance  broker,  as 
Zugschmidt  was,  and  determine  to  what  extent 
he  was  the  agent  of  the  insured  and  the  in- 
surers. That  is  where  the  line  should  be  drawn. 
It  is  undisputed  he  acted  throughout  for  the 
plaintiffs  and  for  both  companies,  and  com- 
municated with  both;  and  all  consented  and 
ratified  his  acts.  Nor  is  it  controlling  that 
there  was  no  formal  cancellation  or  surrender 
of  the  first  policy.  The  plaintiffs  got  the  policy 
in  the  Queen  Company,  and,  what  is  more  im- 
portant, got  the  money  upon  it.  The  premium 
they  had  paid  to  the  defendant,  in  so  far  as 
they  were  entitled  to  a  return  of  it,  is  owing 
by  the  defendant,  through  the  broker,  to  the 
Queen  Company,  to  whom  the  broker,  acting 
for  plaintiffs,  transferred  defendant's  liability. 
Plaintiffs  ought  to  have  surrendered  after  can- 
cellation defendant's  policy.  What  ought  to 
have  been  done  equity  will  consider  as  having 
been  done.'  " 

The  companion  case  of  Fmley  v.  Western  Empire 
Insurance  €o.,  a  Washington  decision,  125  Pac.  1012, 
69  Wash.  673,  involved  the  suit  on  the  policy  alleged 
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to  have  been  obtained  in  substitution  of  one  of  the 
others  and  conforms  the  decision  above  referred  to. 
It  was  the  contention  of  this  insurance  company  that 
its  policy  had  not  been  issued,  delivered  nor  accepted 
prior  to  the  fire,  and  that  the  assured  had  no  notice 
of  the  broker's  efforts  to  cancel  the  New  Brunswick 
policy  and  obtain  defendant's  policy  until  after  the 
fire,  and  the  substitution  therefor  had  not  been  ef- 
fected.   To  this  contention  the  Court  stated: 

''Here,  Rogers  &  Rogers,  acting  as  agents  for  re- 
spondent, secured  the  new  policy  in  order  to  effect 
a  substitution,  so  as  to  keep  the  property  insured 
up  to  $7,500,  which  considering  the  whole  record, 
we  think  they  were  authorized  to  do.  Their  act 
was  the  act  of,  and  their  knowledge  was  the 
knowledge  of,  the  respondent;  and  the  time  limit 
on  the  notice  of  cancellation,  being  for  the  bene- 
fit of  the  assured,  was  waived  when  they  con- 
tracted for  other  insurance.  The  New  Brims- 
wick  policy  had  no  binding  force  after  August 
20th,  for  the  reason  that  the  agreement  to  take 
appellant's  policy  was  in  legal  effect  an  accept- 
ance of  it." 

Under  the  circumstances  involved  in  the  two  fore- 
going cases,  it  will  be  observed  that  the  assured  was 
permitted  recovery  on  the  policy  obtained  in  substi- 
tution of  the  original  one  and  the  original  insurer  was 
relieved  of  liability. 

Here,  likewise,  the  brokers  had  been  looking  after 
plaintiffs'  insurance  for  about  a  year  and  a  half 
before  the  loss  occurred.  Here,  the  insured  also  first 
obtained  notice  of  the  events  as  to  substitution  after 
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the  fire  and  refused  to  return  the  original  insurer's 
policy.  Here,  as  there,  plaintiffs  claimed  under  both 
policies,  but  in  that  instance  as  distinct  from  this,  the 
new  insurer  refused  to  concede  liability. 

The  facts  as  presented  by  the  two  foregoing  deci- 
sions are  practically  identical  with  those  that  concern 
us  here.  Appellants  would  endeavor  to  avoid  the 
effect  of  these  decisions  by  an  inference  that  the  law 
in  California  might  be  different  by  alluding  to  the 
fact  that  Kavayiaugh  v.  Franklin  Fire,  197  Pac.  99, 
185  Cal.  307,  and  Glichman  v.  New  York  Life,  107 
Pac.  (2d)  252,  16  Cal.  (2d)  626,  are  later  decisions. 
The  Kavanaugh  case  deals  with  an  entirely  unrelated 
matter.  It  does  not  hold  eyen  for  the  proposition  for 
which  appellants  cite  it,  namely  that  pro\dsions  of 
contract  law  do  not  apply  to  insurance.  The  case  con- 
cerns solely  the  question  of  the  application  of  the  sole 
and  unconditional  ownership  clause  of  the  California 
Statutory  policy.  As  an  aside  the  Court  says  that  in 
decisions  bearing  upon  insurer's  responsibility,  the 
policy  has  been  treated  more  as  a  commodity  than  a 
contract  and  that  rules  have  been  evolved  that  are  not 
applicable  to  ordinary  contracts.  Nothing,  however, 
is  said  about  ordinary  rules  of  contract  law  not  being 
applicable  to  insurance  policies,  but  only  that  in  addi- 
tion thereto  there  are  other  principles  that  are  ap- 
plicable. The  particular  point  there  being  discussed 
was  the  question  of  the  insurance  company  taking  an 
application  for  insurance  without  making  specific  in- 
quiries and  eliciting  specific  answers,  and  the  effect 
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that  this  course  of  conduct  would  have  in  waiving  the 
sole  and  unconditional  ownership  clauses. 

As  far  as  the  GUckman  case  is  concerned,  it  deals 
with  life  insurance  and  surrender  values  thereunder 
and  comments  on  the  fact  that  while  ordinarily  one  is 
presumed  to  know  the  contents  of  his  contracts,  the 
elements  of  estoppel  may  prevent  this  rule  from  ap- 
plying particularly  as  it  relates  to  insurance  policies. 
Appellants  have  needlessly  consumed  space  in  their 
brief  and  taken  up  the  time  of  this  Court  in  reading 
these  citations.  The  Speegle  case,  referred  to  on  page 
22  of  appellants'  brief,  revolves  around  alleged  vio- 
lations of  the  Cartright  Act  and  the  subject  of  anti- 
trust combines. 

It  would  likewise  be  inferred  that  these  cases  hold 
and  that  there  is  a  principle  of  law  that  a  policy  of 
insurance  is  construed  strongly  against  an  insurer. 
That  is  at  best  an  incomplete  statement,  the  funda- 
mental principle  being  that  if  there  is  ambiguity,  the 
policy  having  been  prepared  by  the  insurance  com- 
pany, such  ambiguities  would  be  construed  most 
strongly  against  the  insurer.  On  the  other  hand,  if 
there  are  no  ambiguities  in  the  contract,  it  merely  re- 
mains for  a  Court  to  ascertain  the  meaning  and  intent 
of  the  terms  and  no  occasion  is  called  for  it  to  be 
construed  more  strongly  against  the  one  party  or  the 
other. 

It  is,  of  course,  a  common  thing,  and  one  anticipated 
in  every  case  involving  an  insurance  company,  for 
the  trite  remark  to  be  made,  as  it  is  here,  that  a  policy 
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of  insurance  is  one  of  indemnity,  that  the  premium 
was  paid  and  that,  therefore,  the  policy  should  be  con- 
strued against  the  company.  The  principle  that  is 
so  often  overlooked  is  declared  in  the  Glickman  case 
cited  by  appellants : 

'^Policies  of  insurance  create  reciprocal  rights 
and  obligations,  and  the  relationship  created  be- 
tween the  contracting  parties  should  be  character- 
ized by  the  exercise  of  mutual  good  faith.  Couch, 
Cyc.  of  Ins.  Law,  vol.  1,  p.  48 ;  see,  also,  McElroy 
V.  British  American  Assur.  Co.,  9  Cir.,  94  F.  990, 
1000." 

By  the  same  token,  the  reference  to  the  fact  as  to 
whether  the  total  insurance  of  appellants  including 
the  policy  of  the  Merchants,  was  in  fact  less  than  the 
total  values  and  total  loss  sustained  by  the  appellants, 
is  of  no  consequence  except  possibly  to  endeavor  to 
induce  sympathy.  The  fact  remains  that  if  the  ap- 
pellants had  desired  additional  insurance  they  would 
have  requested  it  and  supplied  their  brokers  with 
some  orders  to  that  effect. 

As  a  matter  of  fact,  we  believe  the  holding  in 
Strauss  v.  Dubuque  Fire  and  Marine,  22  Pac.  (2d) 
583,  132  Cal.  App.  283,  to  be  entirely  consistent  with 
the  decision  in  Farrar  v.  Western  Assurance  Company 
and  Stevenson  v.  Sun.  The  three  cases  read  together 
definitely  establish  the  adoption  of  a  principle  of  law 
in  California  recognizing  the  effect  of  the  substitution 
of  policies.  In  said  case  it  appeared  that  the  defend- 
ant originally  had  a  policy  covering  the  plaintiff,  but 
that  a  policy  in  the  Merchants  Fire  Assurance  Cor- 
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poration  was  obtained  in  lieu  of  defendant's  policy. 
The  plaintiff  contended  that  there  had  never  been  a 
formal  cancellation,  but  the  Court  held  that  the  policy 
was  in  effect  cancelled  when  another  policy  was  sub- 
stituted for  it. 

The  facts  further  were  that  the  defendant  Dubuque 
Fire  and  Marine  Insurance  Company  had  on  March 
26,  1931,  written  to  the  plaintiff's  broker,  one  Cole- 
man, requesting  the  return  of  their  policy.  She  re- 
quested them  not  to  cancel  as  it  would  make  the  re- 
placement more  difficult  and  to  give  her  a  few  days. 
On  April  1st  or  2nd,  1931,  she  advised  defendant  their 
policy  had  been  replaced,  but  refused  to  name  the  new 
company.  The  defendant  then  issued  a  cancellation 
notice  but  before  it  could  become  effective  and  on 
April  9th  the  property  was  destroyed  by  fire.  It  later 
appeared  that  the  broker  had  not  been  able  to  replace 
the  defendant's  policy  herself,  but  with  the  aid  of 
another  broker,  she  obtained  on  April  1, 1941,  a  policy 
with  the  Merchants  Fire  Assurance  Corporation,  by 
coincidence  the  same  company  that  is  the  appellee 
here,  for  the  same  amount  and  on  the  same  property 
as  in  defendant's  policy.  Following  the  fire,  plaintiff 
claimed  under  the  Merchants  policy  and  payment  was 
made  by  it.  After  the  fire  the  broker  told  plaintiff 
that  the  Merchants  policy  was  to  replace  defendant's 
policy,  but  plaintiff  refused  to  return  the  policy  of  the 
Dubuque  Fire  &  Marine. 

Judgment  was  in  favor  of  defendant  and  said  judg- 
ment and  the  following  finding  was  upheld  by  the 
Appellate  Court  of  California : 


36 


''And  the  court  finds  that  on  the  1st  day  of  April, 
1931,  and  prior  to  the  occurrence  of  the  fire  re- 
ferred to  in  the  amended  complaint,  the  policy 
issued  by  defendants  was  cancelled.  *  *  *  And 
the  court  finds  that  prior  to  the  time  of  the  fire 
another  insurance  policy,  to-wit:  a  policy  of  the 
Merchants  Fire  Assurance  Corporation  of  New 
York,  in  the  amount  of  $3000.00  and  on  the  same 
property  described  in  the  policy  issued  by  de- 
fendants, was  substituted  for  and  accepted  by  the 
plaintiffs  in  lieu  of  the  policy  which  had  thereto- 
fore been  issued  by  the  defendants ;  and  the  policy 
of  the  defendants  was  cancelled.  *  *  *  The  court 
further  finds  that  the  policy  of  the  defendants  re- 
ferred to  in  the  amended  complaint  was  cancelled 
by  consent  of  the  parties  prior  to  the  time  of  the 
fire." 

The  Court  said: 

''It  is  next  asserted  that  the  policy  issued  by  the 
defendants  was  never  cancelled.  If  the  plain- 
tiffs mean  that  the  policy  was  never  indorsed  in 
ink  'canceled',  then  their  contention  conforms  to 
the  facts.  However,  an  insurance  policy  is  in 
effect  canceled  when  another  policy  is  substituted 
for  it.  Stevenson  v.  Sun  Insurance  Office,  17  Cal. 
App.  282,  288,  119  P.  529;  New  Zealand  Ins.  Co. 
V.  Larson  Lumber  Co.  (C.C.A.),  13  F.  (2d)  374. 
That  in  the  instant  case  there  was  a  substitution 
is  clearly  supported  by  the  evidence.  It  may  be 
claimed  that  there  was  a  conflict  in  the  evidence, 
but  that  conflict  was  addressed  to  the  trier  of  the 
facts. 

It  is  again  asserted  that  the  policy  was  in  full 
force  and  effect  at  the  time  of  the  fire.    As  we 
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have  just  seen,  in  discussing  the  previous  point 
that  the  finding  of  substitution  must  stand,  it 
follows  that  the  policy  was  not  in  force  or  effect 
at  the  time  of  the  fire. ' ' 

The  facts  in  the  above  case  are  not  set  forth  in 
the  opinion  but  are,  of  course,  disclosed  by  the  record 
and  briefs  on  file  with  the  Appellate  Court  in  said 
matter  and  upon  which  the  foregoing  comments  are 
based.  On  its  facts  the  foregoing  case  is  considerably 
weaker  than  the  pending  one  in  that  among  other 
things,  the  broker  Coleman  was  only  one  of  several 
brokers  handling  the  insured's  business.  There  was 
also  some  question  as  to  whether  or  not  the  insured 
there  had  requested  an  additional  policy.  Appellants 
endeavor  to  distinguish  said  case  on  the  premise  that 
substitution  there  took  place  by  consent,  but  that  was 
the  finding  or  conclusion  of  the  Court  and  there  was 
no  consent  in  the  sense  that  the  claimant  conceded 
that  question.  It  is  also  said  that  plaintiffs  there 
were  denied  recovery  because  they  were  not  the 
owners  of  the  property,  but  that  is  only  one  of  several 
reasons  for  the  insured's  failure  to  recover.  Some  ex- 
ception is  taken  of  the  fact  that  in  that  opinion  refer- 
ence is  made  to  the  Stevenson  case  previously  re- 
ferred to,  which  it  is  said  only  involved  the  matter 
of  a  single  policy. 

Consistent  with  the  holding  in  California  are  also 
a  number  of  other  well-considered  cases  among  which 
is  Larson  v.  Thuringia  American  Ins.  Co.,  208  111.  166, 
70  N.E.  31.  This  was  an  action  where  the  plaintiff 
insured  requested  a  broker  to  write  $2500  of  insurance 
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which  he  placed  with  three  companies,  and  upon  ob- 
taining a  request  by  one  for  cancellation,  he  replaced 
it  with  defendant's  policy.  The  insured  knew  nothing 
of  the  circumstances  prior  to  the  fire.  Just  as  here, 
the  plaintiff  recovered  on  the  replacement  policy  and, 
in  suing  on  the  contract  that  was  to  have  been  sub- 
stituted, the  Court  denied  recovery  and  stated  as 
follows : 

''The  facts  as  above  set  forth  are  undisputed,  and 
the  only  question  remaining  is  as  to  the  liability 
of  appellee  under  them.  The  appellee  contends 
that  it  is  not  liable  upon  two  grounds :  First,  that 
appellee  could  and  did  ratify  the  acts  of  Bennett 
after  being  fully  informed  as  to  them;  and,  sec- 
ondly, that,  if  Bennett  was  not  the  agent  of  ap- 
pellant, but  was  the  agent  of  appellee,  and  by  its 
direction  canceled  this  policy  and  procured  other 
insurance  in  the  place  of  it,  appellant  was  fully 
and  fairly  informed  as  to  the  entire  transaction, 
and  he  was  put  to  his  election  whether  he  would 
rely  upon  the  policy  issued  by  appellee,  or 
whether  he  would  take  the  policy  issued  by  the 
North  British  &  Mercantile  Company  in  lieu 
thereof,  and  that  he  did  elect  to  and  did  receive 
the  latter  policy,  and  the  evidence  shows,  and  it 
is  undisputed,  that  appellant  received  from  the 
North  British  &  Mercantile  Company  the  propor- 
tion of  the  loss  that  it  was  agreed  at  the  adjust- 
ment should  be  paid  by  it.  Appellant's  contention 
is  that  Bennett  was  not  his  agent  for  the  purpose 
of  canceling  or  consenting  to  the  cancellation  of 
appellee's  policy,  and  did  not  represent  him  when 
he  replaced  the  insurance  covered  by  appellee's 
policy  in  the  policy  of  the  North  British  &  Mer- 
cantile Company,  and  that,  as  he  had  no  knowl- 
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edge  of  the  transaction  until  after  the  fire  and 
the  loss  had  been  incurred,  it  did  not  lie  in  his 
power  then  to  ratify  any  agreement  by  which 
appellee  would  be  released  from  liability  that 
had  become  fixed  and  substitute  another  therefor, 
and  that  appellant  received  no  consideration  for 
such  agreement  after  it  was  made.  It  is  not 
claimed  by  appellant  that  he  was  at  any  time 
to  have  more  than  $2,500  insurance  upon  his  prop- 
erty. The  North  British  &  Mercantile  Company 
at  no  time  denied  its  liability,  but  acknowledged 
the  same,  and  paid  according  to  the  adjustment. 
We  can  see  no  reason,  and  none  has  been  pointed 
out,  why  appellant  could  not  ratify  the  acts  of 
Bennett  if  they  were  not  authorized  at  the  time 
they  were  done,  if  he  was  fully  and  fairly  in- 
formed as  to  such  acts,  and  why  such  ratification 
would  not  and  ought  not  to  be  binding  upon  him. 
The  general  rule  seems  to  be  that  one  may  ratify 
that  which  is  done  by  another  if  he  could  have 
himself  done  the  same  thing  in  the  first  instance. 
1  Am.  &  Eiig.  Ency.  of  Law  (2d)  Ed.  1184;  Zott- 
man  v.  San  Francisco,  20  Cal.  96,  81  Am.  Dec.  96. 
It  is  said  that  'ratification  as  it  relates  to  the  law 
of  agency  is  the  express  or  implied  adoption  of 
the  acts  of  another  hy  one  for  whom  the  other 
assumes  to  be  acting,  but  without  authority;  and 
this  results  as  effectually  to  establish  the  duties, 
rights,  and  liability  of  an  agent  as  if  the  acts 
ratified  had  been  fully  authorized  in  the  begin- 
ning.' 1  Am.  &  Eng.  Ency.  of  Law  (2d.  Ed.) 
118L" 

In  the  maritime  case  of  Walsh  v.  Tadlock,  104  Fed. 
(2d)  131,  this  Court  declared: 
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''Appellants  further  urge  that  the  brokers,  who 
were  their  agents,  had  no  authority  to  make  ar- 
rangement limiting  their  coverage  to  the  extent 
found.  But  they  are  not  in  position  to  claim  the 
benefits  of  the  arrangement  and  at  the  same  time 
deny  the  authority  of  their  brokers  to  make  it." 

The  foregoing  is  the  identical  principle  for  which 
we  are  contending  in  this  instance. 

A  similar  decision  to  those  heretofore  referred  to 
by  us  occurred  where  both  companies  denied  liability 
and  the  plaintiff  sued  both  companies.  The  facts  brief- 
ly were  that  the  insured's  broker  had  been  requested 
by  him  to  take  his  insurance  and  keep  it  up.  The 
broker  thereupon  obtained  a  $2500  policy  with  the 
Northern  Assurance,  and  upon  having  its  request  to 
cancel,  he  obtained  a  similar  policy  with  the  National 
Fire  intending  to  replace  that  of  the  Northern,  and 
without  the  insured  being  aware  of  the  transactions 
prior  to  the  fire.  The  Court  declared  that  the  broker 
had  authority  to  accept  cancellation  and  that  the  lia- 
bility of  the  Northern  Assurance  Company  ceased  and 
that  of  the  National  Fire  began  when  the  latter 's 
policy  was  issued.  A  portion  of  the  decision  is  inter- 
esting. 

''By  arranging  with  Mrs.  Croley  'to  take  his  in- 
surance and  keep  it  up  for  him',  as  he  testified 
he  did,  appellee  authorized  her  to  do  for  him 
everything  reasonably  necessary  to  be  done  to 
keep  up  the  insurance.  The  assurance  company 
having  determined  to  exercise  the  right  it  had  to 
cancel  the  policy  it  had  issued  on  the  property,  it 
was  necessary,  in  order  'to  keep  up  the  insur- 
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ance',  to  arrange  with  some  other  company  to 
carry  the  risk.  Incidental  to  this  was  the  can- 
cellation of  the  policy  issued  by  the  assurance 
company,  for  appellant's  assumption  of  the  risk 
was  to  become  effective  only  when  the  assurance 
company  ceased  to  carry  it.  We  are  of  the  opin- 
ion, therefore,  that  it  sufficiently  appeared  that 
Mrs.  Croley  had  power  to  bind  appellee  by  con- 
senting to  a  cancellation  of  the  policy,  and  that 
acting  for  him,  she  consented  when  she  arranged 
with  appellant  to  take  over  the  risk.  We  think 
the  testimony  warranted  a  finding  that  the  liabil- 
ity of  the  assurance  company  ceased,  and  the  lia- 
bilty  of  appellant  began,  when  Nisbet  agreed  with 
Mrs.  Croley  that  appellant  would  take  over  the 
risk  of  the  property.  (Citing  Ferrar  v.  Western 
Assurance,  30  C.A.  489,  159  P.  609,  and  Steven- 
son V.  Sun,  17  C.A.  280,  119  P.  529)." 

National  Fire  v.  Oliver,  204  S.W.  367  (Texas). 


AS   TO    APPELLANTS'    CITATIONS   ON   RATIFICATION. 

The  principal  case  cited  by  the  appellants  on  the 
question  of  ratification  is  Royal  Exchange  v.  Luttrell, 
63  Pac.  (2d)  1240,  99  Col.  492.  It  is  clearly  distin- 
guishable in  that  the  new  policy  obtained  by  the 
broker  was  for  a  different  premium  and  for  a  short 
term.  The  court  there  said  that  the  broker  had  only 
been  employed  for  the  purpose  of  obtaining  a  policy 
and  had  no  further  authority.  We  would  call  atten- 
tion to  the  fact  that  the  decision  well  may  have  been 
different  on  these  facts,  for  it  was  there  said: 

''Not  knowing  which  of  the  two  companies  was 
liable,  Luttrell,  out  of  abundance  of  caution,  sued 
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both,  for  the  purpose  of  recovering,  not  against 
both,  but  against  the  one  whose  policy  the  court 
should  decide  was  in  force.  The  second  was  to  be 
a  substitute  for  the  first  and  was  to  be  effective 
as  such  only  upon  cancellation  of  the  first." 

In  Baker  v.  North  River,  212  Pac.  118,  112  Kans. 
530,  while  the  Court  not  only  held  that  the  broker 
there  had  no  authority  to  act,  the  decision  was  in 
part  based  upon  the  circumstance  that  the  new  policy 
had  been  for  a  different  amount,  a  different  premium 
and  included  a  mortgage  clause,  and  it  was  said  that 
regardless  of  anything  else  the  agent  would  not  have 
authority  to  write  a  new  and  different  contract.  Sig- 
nificantly, the  company  issuing  this  policy  had  denied 
liability. 

An  examination  of  the  reports  in  Wilson  v.  Na- 
tional Ben  Franklin,  246  S.W.  338,  indicates  that  a 
suit  had  been  filed  by  the  insured  on  both  policies,  and 
it  was  quite  clearly  indicated  by  the  Court  that  recov- 
ery would  be  peimitted  on  one  policy  or  the  other,  but 
not  on  both,  in  view  of  the  intended  substitution. 

Peterson  v.  Hartford  Fire,  118  111.  App.  466,  70 
N.E.  757,  is  not  pertinent  as  it  involved  an  attempt 
by  a  mortgagee  to  substitute  policies  for  the  insured 
and  as  to  fraudulent  acts  of  the  insurance  company's 
agent. 

Phoenix  v.  Kerr,  129  Fed.  723,  cited  by  appellants 
was  an  action  where  the  insured  had  filed  suit  on  the 
second  policy  and  failed  to  recover.  In  an  action 
thereafter  on  the  original  policy  the  court  in  effect 
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said  that  if  the  second  policy  had  not  gone  into  effect 
by  the  same  token  the  defendant's  original  policy  was 
still  in  force. 

The  Scheel  case,  referred  to  on  pages  25  and  31  of 
appellants'  brief,  turned  on  the  question  as  to  the 
absence  of  knowledge  by  the  insurance  company  of 
efforts  to  replace  the  policy  prior  to  the  loss. 

Hendricks  v.  Continental  Insurance  Company,  121 
Penn.  Superior  393,  183  Atl.  363,  and  referred  to  on 
page  31  of  appellants'  brief,  will  be  found  to  be  a 
case  where  the  insurer's  agent  was  the  sole  party  at- 
tempting the  substitution  of  insurance  and  where  the 
primary  insurer,  having  had  a  $4,000  policy,  was  en- 
deavoring to  substantiate  that  said  policy  had  been 
replaced  by  one  for  $2,000.  Under  the  facts  there,  we 
believe  most  courts  would  have  found  that  no  replace- 
ment of  policies  had  been  effected.  We  see  no  neces- 
sity for  further  prolonging  this  brief  by  more  de- 
tailed comment  as  to  these  various  citations. 

It  is  respectfully  submitted  that  the  decision  of  the 
District  Court  in  this  matter  was  in  conformance  with 
the  facts  and  the  law  and  especially  consistent  with 
equitable  principles.  It  conforms  with  the  decided 
weight  of  authority  and  with  the  principles  that  have 
been  followed  by  the  courts  in  California.  Following 
the  same  line  of  authorities  previously  referred  to  in 
this  brief  are  other  federal  decisions,  such  as  White 
V.  Insurance  Company  of  New  York,  93  Fed.  161, 
where  the  insurance  company  notified  the  broker  to 
cancel,  and,  after  the  broker  obtained  another  policy, 
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the  assured  collected  thereon.  The  Court  held  that  the 
old  policy  had  thus  been  cancelled.  This  case  was  af- 
firmed by  the  United  States  Circuit  Court  of  Appeals 
in  White  v.  German  Alliance  Insurance  Company,  103 
Fed.  260.  It  is  to  be  noted  also  that  it  was  there  said 
that  letters  passing  between  the  insured's  broker  and 
the  insurance  company  are  admissible  as  a  link  in  the 
chain  of  proof  as  to  the  broker's  authority,  just  as 
in  this  instance,  the  Court  said  that  there  was,  in 
addition,  evidence  that  the  insured  had  accepted  pay- 
ment of  the  substituted  x^olicies,  and  to  which  the 
correspondence  referred. 

We  believe  it  is  in  order  to  close  this  brief  with  ref- 
erence to  a  case  in  the  State  of  New  York,  where  in- 
surance decisions  have  long  been  influential  generally. 
The  broker  there,  had,  as  here,  substituted  policies  of 
which  the  insured  learned  after  the  fire  had  occurred. 
The  decision  in  part  was  as  follows : 

'^It  appears  that  the  plaintiff  retained  the  Insur- 
ance Underwriters  and  the  Aetna  policies,  and  has 
collected  in  full  uj^on  them,  and  is  now  seeking  to 
collect  also  upon  the  policy  of  defendant.  While 
it  was  not  shown  that  Fred  S.  James  &  Co.  had 
any  power  to  cancel  the  Russian  Transport  policy 
and  replace  the  insurance  in  other  companies, 
nevertheless  the  plaintiff,  having  accepted  the 
two  policies  with  full  knowledge  that  they  were 
taken  out  in  place  of  the  Russian  Transport  pol- 
icies, could  not  keep  them  and  recover  upon  that 
insurance  without  ratifying  the  act  of  Fred  S. 
James  &  Co.  in  making  the  su])stitution,  and  tech- 
nically while  it  might  be  that  the  Russian  Trans- 
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port  policy  was  not  cancelled  at  the  time  of  the 
fire,  and  had  never  been  surrendered  for  can- 
cellation, nevertheless  the  plaintiff  was  bound  to 
take  their  position  and  return  the  Russian  Trans- 
port policy  for  cancellation  or  refuse  to  accept 
the  Insurance  Underwriters  and  Aetna  policies 
in  place  thereof.  The  plaintiff  could  not  ratify 
the  act  of  the  agents  insofar  as  it  was  beneficial 
to  it  without  adopting  the  part  that  was  not  to  its 
advantage." 

A.  Davis  c5  Son  v.  Russian  Transport  Ins.,  169 
N.Y.S.  960,  182  Ap.  Div.  668. 

Dated,  San  Francisco,  California, 
April  13, 1948. 

Respectfully  submitted, 
E.  M.  Taylor, 
H.  A.  Thornton, 
Thornton  &  Taylor, 

Attorneys  for  Appellee. 
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APPELLANTS'  REPLY  BRIEF. 


The  trial  Court  based  its  decision  on  two  or  possibly 
three  grounds :  It  held  first  that  Otis  &  Browne  were 
authorized  to  receive  and  act  upon  Merchants'  request 
that  the  policy  be  cancelled  or  to  otherwise  agree  to 
the  cancellation  of  the  policy;  it  held  further  that 
Pagliero  ratified  Otis  &  Browne's  agreement  that  the 
policy  be  cancelled ;  and  it  finally  held  that  there  was 
a  substitution  of  policies,  although  it  is  not  clear 
whether  the  latter  conclusion  is  merely  a  restatement 


of  either  of  the  previous  grounds,  or  whether  it  is  a 
separate  groiuid  for  the  judgment. 

Only  the  first  two  grounds  are  urged  in  the  brief 
filed  on  behalf  of  Merchants.  No  reliance  is  appar- 
ently placed  upon  the  so-called  doctrine  of  substitu- 
tion, except  in  so  far  as  it  is  contended  that  a  "sub- 
stitution" resulted  from  acts  which  Otis  &  Browne 
were  allegedly  authorized  to  do  or  from  the  alleged 
ratification  of  those  acts  by  Pagliero.  With  such  a 
position  we  can  have  no  quarrel.  We  concede  that 
Pagliero  cannot  prevail  in  this  action,  if  Otis  & 
Browne  were  authorized  to  agree  to  a  cancellation  of 
the  pohcy,  or  if  Pagliero  ratified  that  agreement. 
Conversely,  however,  it  is  our  contention  that  Pagliero 
must  prevail  if  Otis  &  Browne  were  not  authorized  to 
agree  to  a  cancellation  of  the  policy,  or  if  Pagliero  did 
not  ratify  that  agreement. 


THE  QUESTION  OF  THE  SCOPE  OF  OTIS  &  BROWNE'S 
AUTHORITY. 

To  support  its  contention  that  Otis  &  Brovnie  were 
authorized  to  receive  and  act  upon  its  request  that  the 
policy  be  cancelled  or  to  otherwise  agree  to  a  can- 
cellation. Merchants  relies  upon  the  following  evi- 
dence : 

(1)  Upon  becoming  Pagliero 's  brokers,  in  the 
early  part  of  1945,  Otis  &  Browne  revised  the  policy 
which  Merchants  had  previously  issued  to  Pagliero 
and  prepared  several  endorsements  which  were  at- 
tached thereto.    Merchants  contends  that  the  prep- 


aration  of  those  endorsements  is  '*  entirely  inconsistent 
with  the  mere  authority  of  a  broker  employed  to 
obtain  the  issuance  of  a  policy".  (Brief  for  Appellee, 
page  7.)  This  is  a  surprising  assertion  to  be  made  by 
an  insurance  company,  for  such  a  company  might  well 
be  expected  to  know  that  to  prepare  endorsements  so 
that  a  policy  will  fit  the  particular  requirements  of  the 
assured  is  part  of  the  duty  of  any  broker,  including 
a  broker  who  does  nothing  but  procure  the  policy. 
Accordingly,  the  fact  that,  upon  becoming  Pagliero's 
brokers,  Otis  &  Browne  procured  for  Pagliero  what 
amounted  to  a  new  policy  in  no  way  tends  to  show 
that  their  authority  extended  beyond  the  procurement 
of  that  policy.  Nor  does  the  fact  that  Otis  &  Browne 
procured  several  other  policies  for  Pagliero  tend  to 
show  that,  as  to  Merchants'  policy  or,  for  that  matter, 
as  to  any  other  policy,  their  authority  went  beyond 
the  procurement  stage. 

(2)  Merchants  further  relies  on  the  testimony  of 
Browne  to  the  effect  that  Otis  &  Browne  handled 
Pagliero's  "entire  insurance  portfolio".  That  testi- 
mony is  found  at  page  68  of  the  printed  record.  On 
cross-examination  by  coimsel  for  Merchants,  Browne 
first  confirmed  the  testimony  that  he  had  given  on 
direct  examination  as  to  the  circumstances  under 
which  Otis  &  Browne  had  become  Pagliero's  insur- 
ance brokers.  He  was  then  asked  the  following  ques- 
tion, to  which  he  gave  the  following  answer: 

"Q.     And  you  handled  from  and  after  that 
time   their   entire  insurance  portfolio,   did   you 
not? 
A.    That  is  true." 


Thus,  the  language  upon  which  Merchants  now  in- 
sists so  much  is  not  the  language  of  the  witness  him- 
self, but  that  of  counsel  for  Merchants.  Nowhere  else 
in  the  testimony  of  Browne  or,  for  that  matter,  no- 
where else  in  the  record,  is  there  any  evidence  that 
supports  in  any  way  the  construction  now  sought  to 
be  given  the  three  words  thus  put  in  Browne's  mouth. 
It  would  seem  that  a  trap  was  set  for  the  witness,  who 
of  course  had  far  less  trial  experience  than  cross- 
examining  counsel.  His  answer  might  later  turn 
out  to  be  useful,  if  he  answered  the  ''entire  port- 
folio" question  affirmatively.  If,  on  the  other  hand, 
he  answered  it  negatively,  no  great  harm  would  re- 
sult, for  it  could  always  be  shown  that  both  his 
direct  and  his  cross-examination  were  really  directed 
toward  other  channels. 

Instead  of  asking  Browne  or  Pagliero  specific  ques- 
tions as  to  the  extent  of  Otis  &  Browne's  authority, 
counsel  chose  to  limit  himself  to  the  ''entire  portfolio" 
question,  without  even  ascertaining  whether  these  ex- 
tremely equivocal  words  meant  the  same  thing  to  the 
witness  as  they  did  to  him.  Nothing  indicates  that 
the  trial  judge  rested  his  decision  on  Browne's  an- 
swer to  that  question.  Since  there  is  no  other  evi- 
dence in  the  record  which  can  be  used  to  sustain  the 
decision.  Merchants  can  hardly  be  blamed  for  re- 
peating the  words  "entire  portfolio"  at  practically 
every  other  page  of  its  brief.  It  is  submitted,  how- 
ever, that,  when  considered  in,  instead  of  out  of,  their 
context,  they  cannot  be  used  for  that  purpose. 


To  determine  the  significance  of  that  testimony  it 
is  necessary  to  remember  that  the  burden  of  proof  as 
to  the  extent  of  Otis  &  Browne's  authority  is  upon 
Merchants  and  that  an  insurance  broker,  as  such,  is 
not  authorized  to  receive  and  act  upon  a  notice  of 
cancellation  or  to  otherwise  agree  to  the  cancellation 
of  a  policy.  It  was  accordingly  sufficient  for  Pagliero 
to  show  that  Otis  &  Browne  were  his  brokers,  without 
in  any  other  way  qualifying  their  authority,  for  the 
law  itself  provides  that  a  broker  is  not  authorized, 
unless  his  authority  is  otherwise  qualified,  to  do  more 
than  procure  a  policy.  The  fact  that,  as  stated  by 
Merchants,  ''here  we  do  not  have  any  qualifications 
to  the  broker's  authority"  (Brief  for  Appellee,  page 
15)  means  either  that  Otis  &  Browne's  authority  was 
limited  to  the  procurement  of  the  policy  or  that  Mer- 
chants failed  to  show  that  their  authority  was  greater ; 
but,  since  the  burden  of  proof  was  upon  Merchants, 
it  does  not  and  cannot  mean  that  Otis  &  Browne  were 
authorized  to  agree  to  the  cancellation  of  the  policy. 
That  a  broker  does  not  as  such  have  the  authority  to 
agree  to  a  cancellation  of  the  policy  is  of  course 
settled.  See  for  example  the  case  of  Laiiman  v.  Con- 
cordia Fire  Insurance  Company,  50  Cal.  App.  609,  at 
616,  195  Pac.  951,  in  w^hich  the  Court  said  that  the 
brokers  involved  in  that  case  were  ''mere  brokers,  and 
being  such  were  without  authority  to  accept  notice  of 
cancellation". 

It  is  in  the  light  of  those  rules  that  the  testimony 
of  Browne  must  be  considered.  On  direct  examina- 
tion, he  testified  that  he  was  Pagliero 's  broker.  Since 
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his  cross-examination  must  be  taken  to  have  re- 
ferred to  his  testimony  on  direct  examination,  his 
answer  to  the  question  of  whether  or  not  Otis  & 
Browne  handled  Pagliero's  entire  portfolio  can  only 
mean  that  they  handled  it  as  brokers.  It  is,  of  course, 
conceded  that  Pagliero  had  no  other  insurance  broker 
at  the  time.  It  does  not  follow,  however,  that  Pag- 
liero had  given  his  brokers  the  authority  to  agree  to  a 
cancellation  of  any  of  his  policies.  Nowhere  in  the 
testimony  of  Browiie  or  of  anyone  else  is  there  any 
evidence  that,  as  to  Pagliero's  entire  portfolio,  or  as 
to  any  part  thereof,  Otis  &  Browne  were  authorized 
to  agree  to  the  cancellation  of  a  policy  or  to  do  any- 
thing else  which  might  be  construed  as  implied  au- 
thority to  agree  to  such  cancellation. 

Merchants  concedes  that  it  did  not  comply  with  the 
cancellation  clause  in  the  policy  and  then  proceeds  to 
argue  that  the  cases  cited  by  Pagliero  at  pages  12  and 
13  of  his  opening  brief  have  no  bearing  upon  this 
case  for,  according  to  Merchants,  they  deal  only  with 
the  question  of  whether  or  not  various  cancellation 
clauses  were  complied  with.  It  is  submitted,  how- 
ever, that  these  cases  are  extremely  significant,  for 
they  hold  not  only  that  a  cancellation  clause  is  not 
complied  with  by  the  giving  of  notice  to  a  broker,  but 
that  the  reason  why  it  is  not  complied  with  by  the 
giving  of  such  notice  is  that  the  broker  was  not  au- 
thorized to  receive  and  act  upon  it.  In  the  case  of 
Lawman  v.  Concordia  Fire  Insurance  Company,  cited 
supra,  for  example,  the  insurance  company  dealt  with 
the   broker   just   as   Merchants    dealt   with   Otis   & 


Browne  in  this  case,  and  the  Court  held,  just  as  the 
Court  should  have  held  in  this  case,  that  the  assured 
was  not  bound  by  those  dealings,  since  the  brokers  had 
no  authority  to  enter  into  them.  The  rule  is,  of  course, 
the  same  irrespective  of  the  type  of  unauthorized 
action  taken  by  the  broker:  If  he  is  not  authorized 
to  receive  a  notice  of  cancellation,  he  is  obviously  not 
authorized,  after  having  received  a  request  from  the 
company  that  the  policy  be  returned,  to  agree  with  the 
company  to  a  cancellation  of  the  policy. 

Merchants'  contention  that  the  Lawman  case  and 
the  other  cases  cited  at  page  13  of  our  opening  brief 
are  3iot  in  point  is  based  upon  its  contention  that 
Otis  &  Browne  had  greater  authority  than  the 
brokers  involved  in  those  cases  and  accordingly  can 
stand  only  if  the  latter  contention  stands.  Similarly, 
Merchants  is  justified  in  reljdng  upon  cases  in  which 
the  broker  was  actually  authorized  to  agree  to  a  can- 
cellation, only  in  so  far  as  it  first  establishes  that  in 
this  case  the  brokers  had  such  authority.  There  is  no 
doubt  that  many  of  the  cases  cited  by  Merchants 
would  support  its  position,  if  the  facts  in  this  case 
were  the  same  as  the  facts  in  those  cases.  It  is  sub- 
mitted, however,  that  extensive  and  repetitious  quo- 
tations from  such  cases  have  little  significance  until 
and  unless  it  is  shown  that  Otis  &  Browne  had  the 
same  broad  authority  that  had  been  given  the  brokers 
in  those  cases.  In  and  of  itself  the  fact  that  the 
brokers  in  the  case  oi  X  v.  Y  were  authorized  to  agree 
to  a  cancellation  has  no  tendency  to  prove  that  the 
brokers  in  the  case  of  Pagliero  v.  Merchants  had  such 
authority. 
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In  the  final  analysis,  and  leaving  aside  for  the  time 
being  the  question  of  ratification,  the  issue  is  whether 
Otis  &  Browne  were  authorized  to  agree  to  a  cancella- 
tion of  the  policy.  Merchants  will  prevail  if,  and  only 
if,  the  record  contains  evidence  of  such  authority. 
There  is  no  substitute  for  such  evidence,  however,  not 
even  the  repeated  statement  that  Otis  &  Browne  were 
general  agents  for  Pagliero,  backed  up  by  cases  in 
which  the  broker  concededly  was  such  general  agent. 
It  is  our  position  that  there  is  no  such  evidence  in  the 
record  and  that,  in  the  light  of  the  entire  testimony, 
the  answer  of  Browne  to  the  question  of  Merchants' 
counsel  as  to  whether  or  not  he  handled  Pagliero 's 
entire  portfolio  cannot  be  regarded  as  evidence  of  the 
fact  that  Otis  &  Browne  were  Pagliero 's  general  in- 
surance agents. 

Merchants  recognizes,  as  of  course  it  must,  that  the 
question  of  whether  an  agent  has  ostensible  authority 
to  do  a  certain  act  is  to  be  determined  by  the  conduct 
or  declarations  of  the  principal  and  not  by  the  con- 
duct or  declarations  of  the  agent.  Yet  Merchants 
contends  that  Otis  &  Browne  had  the  ostensible  au- 
thority to  agree  to  a  cancellation  of  the  policy,  on  the 
ground  that  Pagliero  ''intentionally  sent  them  to  de- 
fendant with  evidence  of  their  authority  to  write 
endorsements  for  plaintiffs  and  as  to  their  supervi- 
sion of  plaintiffs'  insurance".  (Brief  for  Appellee, 
page  22.) 

We  have  already  shown  that  the  authority  possessed 
by  every  broker  to  prepare  endorsements  is  not  the 
authority  to  cancel.    It  can  accordingly  not  be  taken 


as  giving  the  broker  ostensible  authority  to  cancel. 
As  to  Pagliero's  sending  Otis  &  Browne  to  Merchants 
with  evidence  of  their  authority  to  supervise  his  in- 
surance, we  can  only  respectfully  inquire:  What  evi- 
dence? 


THE  QUESTION  OF  RATIFICATION. 

No  attempt  is  made  by  Merchants  to  establish  that 
Pagliero  in  fact  ratified  the  cancellation  of  the  policy 
and  Merchants  must  accordingly  be  regarded  as  hav- 
ing conceded  that  there  was  no  such  ratification. 

We  established  at  pages  19  and  20  of  our  opening 
brief  that  the  rule  which  precludes  a  principal  from 
retaining  the  benefits  of  a  transaction  which  his  agent 
was  not  authorized  to  enter  into,  without  at  the  same 
time  shouldering  the  burden  of  that  transaction,  has 
simply  no  bearing  upon  this  case,  for  this  case  in- 
volves two  and  not  one  transaction.  It  was,  of  course, 
necessary  for  Pagliero  to  ratify  the  entire  transaction 
with  the  Home  Fire  and  Marine  Insurance  Company 
in  order  to  ratify  any  part  of  it,  just  as  it  would  have 
been  necessary  for  him  to  ratify  the  entire  transaction 
with  Merchants,  had  he  wanted  to  ratify  any  part  of 
it.  The  fact,  however,  that  Otis  &  Browne  would  not 
have  entered  into  one  transaction,  had  they  not  en- 
tered into  the  other,  does  not  compel  Pagliero  to 
ratify  or  reject  them  together.  The  cancellation  of 
Merchants'  policy  was  unconditional.  Merchants  ac- 
cordingly cannot  now  contend  that  its  policy  was  to 
be  cancelled  only  if  that  of  the  Home  Fire  and  Marine 
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Insurance  Company  went  into  effect  and  that,  con- 
versely, since  the  latter  did  go  into  effect,  the  former 
was  cancelled. 

Merchants  contends  that  Pagliero  cannot  at  the 
same  time  take  advantage  of  the  Home  policy  and 
"repudiate  and  deny  the  terms  under  which"  that 
policy  was  obtained.  (Brief  for  Appellee,  page  21.)  We 
have  no  quarrel  with  that  contention,  except  that  the 
cancellation  of  the  Merchants'  policy  was  not  a  term 
of  the  procurement  of  the  Home  policy. 

Merchants  generously  suggests  at  page  22  of  its 
brief  that  a  different  result  might  be  called  for,  had 
the  Home  Fire  and  Marine  Insurance  Company  re- 
pudiated its  policy.  It  is  submitted  that  the  result 
in  this  action  cannot  thus  be  made  to  depend  upon  the 
position  taken  by  the  Home  Fire  and  Marine  Insur- 
ance Company  as  to  its  policy  and  that,  by  suggesting 
that  it  can.  Merchants  in  effect  concedes  the  entire 
case.  Its  contention  that  Pagliero  "ratified"  the 
cancellation  is  based  upon  his  taking  the  position  that 
the  Home  policy  was  valid.  The  fact  that,  after  such 
a  "ratification",  the  Home  Fire  and  Marine  Insur- 
ance Company  might  have  denied  liability  on  its  policy 
could  certainly  not  result  in  revoking  Pagliero 's 
"ratification".  Yet  such  seems  to  be  Merchants'  con- 
tention and,  better  perhaps  than  anything  else,  it 
discloses  the  fallacy  of  Merchants'  position. 

There  remains  to  be  discussed  the  cases  which  Mer- 
chants cites  in  support  of  its  contention  that  Pagliero 
ratified  the  cancellation  of  the  policy.    Since  it  is  not 
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contended  that  there  was  ratification  in  fact,  Mer- 
chants' position  must  be  taken  to  be  either  that  the 
unauthorized  procurement  of  the  new  policy  by  Otis 
&  Browne  automatically  terminated  Merchants'  lia- 
bihty  on  its  policy,  or  that  Pagliero  was  called  upon 
to  elect  between  the  two  policies  and,  as  a  matter  of 
law,  could  not  at  the  same  time  ratify  the  unauthor- 
ized procurement  of  the  new  policy  and  decline  to 
ratify  the  unauthorized  cancellation  of  the  old  policy. 

In  the  case  of  Ferrar  v.  The  Western  Assurance 
Company,  30  Cal.  App.  489,  159  Pac.  609,  the  action 
was  brought  against  the  second  company  (the  Home 
Fire  and  Marine  Insurance  Company  in  our  case) 
and  not,  as  in  our  case,  against  the  first  company 
(Merchants).  No  question  of  '^ substitution"  was  pre- 
sented, the  only  issue  being  as  to  the  extent  of  the 
authority  of  the  broker  to  whom  the  first  company 
had  given  notice  of  cancellation  and  who  subsequently 
procured  the  policy  sued  upon.  The  Court  found  the 
broker  to  be  ''her  (the  insured's)  general  agent  to 
keep  her  insured".  He  was  accordingly  authorized 
to  accept  and  act  upon  a  notice  of  cancellation.  In 
our  case,  however,  Otis  <£•  Browne  were  not  authorized 
to  keep  Pagliero  insured.  They  were  accordingly  not 
authorized  to  accept  and  act  upon  a  notice  of  cancella- 
tion. As  an  alternative  ground  of  decision  the  Court 
held  that  the  plaintiff  ratified  the  procurement  of  the 
new  policy.  In  denying  a  petition  for  a  hearing, 
however,  the  Supreme  Court  of  California  stated  that 
it  meant  to  express  no  view  on  the  question  of  ratifi- 
cation discussed  by  the  District  Court  of  Appeal,  as 
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a  decision  on  that  question  was  not  essential  to  a 
determination  of  the  case.  The  case  is  accordingly 
authority  only  as  to  the  first  ground  of  decision.  In 
so  far  as  the  case  has  any  bearing  upon  our  problem, 
it  may  be  said  to  support  Pagliero's  position  rather 
than  that  of  Merchants,  since  the  Court  held  that  the 
fact  that  the  assured  had  previously  collected  from 
the  first  company  had  no  bearing  upon  the  determina- 
tion of  the  action  brought  against  the  second  com- 
pany.   That  is  exactly  our  contention  in  this  case. 

It  may  be  mentioned  that  Merchants  cites  the 
Ferrar  case  for  the  proposition  that  California  allows 
ratification  after  a  loss,  without  indicating,  however, 
that  the  Supreme  Court  expressly  withheld  approval 
of  that  part  of  the  decision  of  the  District  Court  of 
Appeal. 

We  already  fully  discussed  in  our  opening  brief  the 
following  cases  relied  upon  by  Merchants:  Stevenson 
V.  Sun  Insurance  Office,  17  Cal.  App.  280,  119  Pac. 
529;  Finley  v.  New  Brunswick  Fire  Ins.  Co.,  193  Fed. 
195;  Arnfeld  v.  Guardian  Assurance  Company  of 
London,  172  Pa.  605,  34  Atl.  580 ;  Finley  v.  Western 
Empire  Ins.  Co.,  69  Wash.  673,  125  Pac.  1012 ;  Larsen 
V.  Thuringia  American  Ins.  Co.,  208  111.  166,  70  N.  E. 
31.  Nothing  said  by  Merchants  as  to  any  of  those 
cases  requires  further  discussion,  particularly  since 
we  are  convinced  that  this  Honorable  Court  will  want 
to  read  each  of  them  to  determine  which  of  their  in- 
terpretations is  correct. 

Nothing  need  be  added  either  to  our  analysis  of 
Strauss  v.  Dubuque  Fire  cD  Marine  Insurance  Com- 
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pany,  132  Cal.  App.  283,  22  P.  (2d)  582,  except  to 
point  out  that  Merchants  concedes  that  the  facts  which 
it  alleges  to  have  been  the  facts  of  that  case  are  not 
set  forth  in  the  opinion.  Under  such  circumstances, 
the  case  is  obviously  not  authority  for  the  propositions 
for  which  it  is  cited  by  Merchants. 

No  question  of  whether  or  not  a  policy  was  can- 
celled is  presented  in  the  case  of  Walsh  v.  Tadlock, 
104  Fed.  (2d)  131.  The  case,  however,  is  a  rather  good 
example  of  the  application  of  a  principle  for  which 
Pagliero  contends,  namely  that  a  party  cannot  take 
advantage  of  part  of  a  transaction  entered  into  by 
his  agent,  without  being  bound  by  the  whole.  As 
distinguished  from  the  situation  presented  in  this 
case,  there  was  only  one  transaction  and  one  policy 
involved  in  the  Walsh  case. 

In  the  case  of  National  Fire  Insurance  Co.  v.  Oliver 
(Texas  Civ.  App.),  204  S.W.  367,  the  broker  was  the 
agent  of  both  insurance  companies  and  was  author- 
ized by  the  assured  to  keep  him  insured  up  to  a  cer- 
tain amount.  He  was  accordingly  authorized  to  accept 
notice  of  cancellation.  The  Court  pointed  out  that  the 
new  policy  was  to  become  effective  only  when  the 
effectiveness  of  the  old  one  ceased,  a  condition  which 
the  broker  was  of  course  bound  to  impose,  since  he 
was  the  agent  of  both  companies,  but  a  condition 
which  was  not  imposed  in  this  case. 

In  the  case  of  A.  Davis  &  Son  v.  Russian  Transport 
d;  Insurance  Co.,  169  N.Y.S.  960,  the  broker  was  simi- 
larly authorized  to  keep  the  plaintiff  insured  up  to  a 
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certain  amount  and  was  accordingly  authorized  to  ac- 
cept notice  of  cancellation  in  his  behalf.  Moreover, 
the  part  of  the  opinion  quoted  at  page  44  of  the  brief 
for  Merchants  is  pure  dictum  since  the  case  was  de- 
cided both  in  the  trial  Court  and  on  appeal  on  the 
ground  that  the  assured  had  not  submitted  proofs  of 
loss  within  the  required  60  days'  period. 

Thus,  our  review,  both  in  this  and  in  our  opening 
brief,  of  the  cases  relied  upon  by  Merchants  discloses 
that,  in  addition  to  other  distinguishing  features 
found  in  some  of  them,  each  of  them  contains  one  or 
more  of  the  following  features,  of  which  none  is  f omid 
in  the  present  case : 

(a)  Actual  authority  of  the  broker  to  cancel  the 
pohcy  or  general  authority  to  manage  all  of  the  as- 
sured's  insurance  business  or  to  keep  him  insured 
up  to  a  certain  amount. 

Finley  v.  New  Brunswick  Fire  Insurance  Co., 

193  Fed.  195; 
White  V.  Insurance  Confipany  of  New  York,  93 

Fed.  161; 
Ferrar  v.  The  Western  Assurance  Company,  30 

Cal.  App.  489,  159  Pac.  609; 
Stevenson  v.  Sun  Insurance  Office,  17  Cal.  App. 

280,  119  Pac.  529; 
Finley  v.  Western  Empire  Ins.  Co.,  69  Wash. 

673,  125  Pac.  1012; 
National  Fire  Ins.  Co.  v.  Oliver  (Texas  Civ. 

App.),  204  IS.  W.  367; 
A.  Davis  &  Son  v.  Russian  Transport  <£*  Ins. 
Co.,  169  N.Y.S.  960, 
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(b)  Ratification  in  fact  of  the  unauthorized  can- 
cellation as  distinguished  from  the  ratification  as  a 
matter  of  law  which  Merchants  seeks  to  impose  upon 
Pagliero  as  a  consequence  of  his  having  ratified  an 
entirely  separate  transaction. 

White  V.  Insurance  Compayiy  of  New  York,  93 

Fed.  161; 
Arnfeld  v.   Guardian  Assurance  Company  of 

London,  172  Pa.  605,  34  Atl.  580; 
Larsen  v.  Thuringia  American  Ins.  Co.,  208  111. 

166,  70  N.  E.  31. 

(c)  The  broker  being  the  agent  for  either  or  both 
of  the  insurance  companies,  with  the  result  that  the 
first  company  was  in  effect  protected  by  a  condition  in 
the  second  contract  which  made  the  validity  of  that 
contract  depend  upon  the  termination  of  the  first  one. 

Finley  v.  New  Brunswick  Fire  Insurance  Co., 

193  Fed.  195; 
Arnfeld  v.   Guardian   Assurance   Company  of 

London,  172  Pa.  605,  34  Atl.  580; 
Finley  v.  Western  Empire  Ins.  Co.,  69  Wash. 

673,  125  Pac.  1012; 
National  Fire  Ins.  Co.  v.  Vliver  (Texas  Civ. 

App.),  204  S.  W.  367. 

It  appears,  therefore,  that  none  of  the  cases  cited 
by  Merchants  support  its  position  and  that  a  naked 
and  pure  doctrine  of  substitution,  under  which  the 
procurement  of  one  policy  automatically  terminates 
another,  simply  does  not  exist.  The  word  is  nothing 
but  a  convenient  catch-all.    Before  Merchants  can  be 
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allowed  to  use  it,  however,  it  must  do  more  than  just 
say  "substitution";  it  must  establish  that  this  case 
is  of  a  type  in  which  the  Courts  have  allowed  the  word 
to  be  used. 


CONCLUSION. 

The  Home  Fire  and  Marine  Insurance  Company 
seems  to  have  a  different  conception  of  its  duties  to 
its  policy  holders.  Although  it  might  have  contended 
that  its  own  policy  was  not  in  effect,  since  that  of 
Merchants  had  not  l)een  validly  cancelled,  it  chose  in- 
stead to  honor  its  contract.  Pagliero  is  far  from 
conceding  that  he  would  not  have  been  entitled  to 
recover  imder  the  Home  Fire  and  Marine  Insurance 
policy,  had  his  rights  under  that  policy  been  chal- 
lenged. The  liability  of  Merchants  remains  the  same, 
however,  even  if  it  be  assumed  that  the  Home  Fire 
and  Marine  Insurance  Company,  for  reasons  of  busi- 
ness policy,  paid  a  loss  which  it  did  not  have  to  pay. 

One  word  may  be  added  about  the  contention  made 
at  page  21  of  the  brief  for  Merchants  that  to  allow 
Pagliero  to  recover  in  this  case  would  in  effect  allow 
a  ''double  recovery":  Pagliero  was  damaged  in  the 
sum  of  almost  $465,000  and,  to  cover  that  loss,  he  had 
policies  which,  including  that  of  Merchants  and  that 
of  the  Home  Fire  and  Marine  Insurance  Company, 
amounted  to  a  total  face  value  of  $315,000. 

In  the  final  analysis,  this  case  is  one  of  first  im- 
pression. None  of  the  cases  relied  upon  by  Merchants 
support  its  position  and  it  must  be  conceded  that  the 
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cases  relied  upon  by  Pagliero  can  be  distinguished  to 
some  extent,  although  several  of  them  stand  squarely 
for  the  proposition  that  recovery  from  one  company 
does  not  preclude  recovery  from  the  other.  It  is  fur- 
ther conceded  that  the  language  in  some  cases,  as 
distinguished  from  the  holding  of  those  cases,  may  be 
imfavorable  to  Pagliero 's  position.  We  need  not  em- 
phasize, however,  that,  although  it  is  entitled  to  re- 
spect, the  language  of  a  United  States  District 
Court  or  of  the  Appellate  Division  of  the  New  York 
Supreme  Court  is  not  binding  upon  this  Honorable 
Court. 

If  there  is  no  separate  doctrine  of  substitution,  and 
we  submit  that  there  is  none,  this  case  turns  on  the 
question  of  prior  authority  or  ratification.  Since  the 
cancellation  clause  was  not  complied  with  and  Pag- 
liero neither  agreed  to  a  cancellation  nor  authorized 
Otis  &  Browne  to  agree  thereto,  nor  ratified  any  agree- 
ment cancelling  the  policy,  the  judgment  should  be  re- 
versed. 

Dated,  San  Francisco,  California, 
May  10, 1948. 

Respectfully  submitted, 

George  H.  Hauerken, 
Hauerken,  Ames  &  St.  Clair, 
Attorneys  for  Appellants. 


No.  11832 

IN  THE 

United  States  Circuit  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


CHESTER  WALKER  COLGROVE,  Trading  and  Do- 
ing Business  Under  the  Firm  Name  of  COLUSA 
REMEDY  COMPANY,  and  COLUSA  REMEDY 
COMPANY,  a  corporation, 

Appellants, 
vs. 

UNITED  STATES  OF  AMERICA, 

Appellee. 


TRANSCRIPT  OF  RECORD 

Upon  Appeal  From  the  District  Court  of  the  United  States 

for  the  Southern  District  of  California 

Central  Division 


FILE 

MAY  2  4  1946 
i>AUL  P.  O'BRIBN,  •s 

oumK 


Parker  &  Company,  Law  Printers,  Los  Angeles.    Phone  TR.  5206. 


No.  11832 

IN  THE 

United  States  Circuit  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


CHESTER  WALKER  COLGROVE,  Trading  and  Do- 
ing Business  Under  the  Firm  Name  of  COLUSA 
REMEDY  COMPANY,  and  COLUSA  REMEDY 
COMPANY,  a  corporation, 

Appellants, 
vs. 

UNITED  STATES  OF  AMERICA, 

Appellee. 


TRANSCRIPT  OF  RECORD 

Upon  Appeal  From  the  District  Court  of  the  United  States 

for  the  Southern  District  of  California 

Central  Division 


Parker  &  Company,  Law  Printers,  Los  Angeles.    Phone  TR.  5206. 


INDEX 

[Clerk's  Note :  When  deemed  likely  to  be  of  an  important  nature, 
errors  or  doubtful  matters  appearing  in  the  original  certified  record  are 
printed  literally  in  italics;  and  likewise,  cancelled  matter  appearing  in  the 
original  certified  record  is  printed  and  cancelled  herein  accordingly.  When 
possible  an  omission  from  the  text  is  indicated  by  printing  in  italics  the 
two  words  between  which  the  omission  seems  to  occur.] 

Page 

Affidavit  in  Support  of  Petition  for  Extension  of  Time 
to  File  Record  and  Docket  Appeal   (Circuit  Court)  42 

Appeal : 

Affidavit  in   Support  of  Petition   for   Extension  of 

Time  to  File  Record  and  Docket  (Circuit  Court)  42 

Notice   of   39 

Petition  for  Order  and  Order  for  Extension  of  Time 

to  File  Record  and  Docket  (Circuit  Court) 41 

Points  Upon  Which  Appellant  Intends  to  Rely  on 

(Circuit  Court)   82 

Certificate  of  Clerk 44 

Exhibits  (See  Index  to  Exhibits) 

Information  re  Contempt 2 

Judgment    and    Commitment — Chester    Walker    Col- 
grove  36 

Judgment    and    Commitment — Colusa    Remedy    Com- 
pany      34 

Minute  Order   Entered   December   8,    1947,   Waiving 
Jury     17 

Minute  Order  Entered  December  19.  1947,  on  Trial....  27 

Minute  Order  Entered  January  5,  1948,  Pronouncing 
Judgment 33 

Minute  Order  Entered  January  19,  1948,  re  Depositing 
of  Cash  40 

Names  and  Addresses  of  Attorneys 1 

Notice  of  Appeal 39 


Page 

Order  Extending  Time  to  File  Record  on  Appeal  and 

Docket  Appeal   (Circuit  Court) 42 

Order  to  Show  Cause  re  Criminal  Contempt 16 

Petition   for    Order    for    Extension   of    Time   to   File 
Record  and  Docket  Appeal  (Circuit  Court) 41 

Points  Upon  Which  Appellant  Intends  to  Rely  on  Ap- 
peal (Circuit  Court) 82 

Reporter's  Transcript  of   Proceedings 45 

Defendants'  Exhibits  (See  Index  to  Exhibits) 
Plaintiff's  Exhibits    (See   Index  to   Exhibits) 
Testimony  on  Behalf  of  Defendant: 
Colgrove,  Chester  Walker — 

Direct  examination  56 

Cross-examination  64 

Waiver  of  Trial  by  Jury  and  of  Special  Findings 25 


INDEX  TO  EXHIBITS 

Plaintiff's  Exhibits: 
No.  Page 

1.  Advertisement   (In  Evidence) 47 

(In    Transcript)    19 

2.  Label    (In   Evidence) 48 

(In  Transcript)   22 

3.  Label    (In   Evidence) 49 

(In  Transcript)   23 

4.  Stipulation  of  Facts  (For  Identification) 49 

(In  Transcript)   23 

Defendants'  Exhibits : 

A.  Railway   Express   Agency   correspondence    (In 
Transcript)     28 

B.  Advertisement    (In   Transcript) 29 


NAMES  AND  ADDRESSES  OF  ATTORNEYS 

For  Appellants: 

MORRIS  LAVINE 

620  Bartlett  Building 
215  West  Seventh  Street 
Los  Angeles  14,  Calif. 

For  Appellee: 

JAMES  M.  CARTER 
United  States  Attorney 

NORMAN  W.  NEUKOM 

TOBIAS  G.  KLINGER 

Assistants  United  States  Attorney 

600  U.  S.  Post  Office  and  Court  House  Building 
Los  Angeles  12,  Calif.  [1*] 


*Pagc  num1)cr  appearing  at  foot  of  Certified  Transcript. 


2  Chester  Walker  Colgrove,  et  al. 

In  the  District  Court  of  the  United  States  in  and  for  the 

Southern  District  of  California 

Central  Division 

No.  19575 


UNITED  STATES  OF  AMERICA, 


Plaintiff, 


V. 


CHESTER  WALKER  COLGROVE,  Trading  and  Do- 
ing Business  Under  the  Firm  Name  of  COLUSA 
REMEDY  COMPANY,  and  COLUSA  REMEDY 
COMPANY,  a  Nevada  corporation, 

Defendants. 

INFORMATION  RE  CONTEMPT    (CRIMINAL) 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

(Injunctions   issued   by  this   Court  on   February  24  and 
April  23,   1947,  No.  5992-WM  Civil) 

The  United  States  Attorney  Charges: 

COUNT  ONE 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

That  on  February  24,  1947,  this  Court  issued  a  writ 
of  preliminary  injunction  against  Chester  Walker  Col- 
grove, trading  and  doing  business  under  the  firm  name 
of  Colusa  Remedy  Company,  and  against  the  Colusa  Rem- 
edy Company,  a  Nevada  corporation.  [No.  5992-WM 
Civil.] 

That  said  injunction  restrained  the  defendants  from 
further  violating  the  Federal  Food,  Drug,  and  Cosmetic 
Act.    Defendants  were  therein  enjoined 

"from  introducing  or  delivering  for  introduction  into 
interstate   commerce,    in    any    form    or   manner,    the 
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product  known  as  'Colusa  Natural  Oil',  or  any  like 
product,  without  a  label  containing  specific  directions 
for  the  use  of  such  product  in  the  treatment  of  all 
conditions,  ills  and  diseases  for  which  such  product 
is  prescribed,  recommended,  and  suggested,  in  the 
advertising  material  disseminated  or  sponsored  by  or 
on  behalf  of  the  defendants  or  either  of  them;  which 
directions  shall  include  the  quantity  of  the  dose  (in- 
cluding quantities  for  [2]  persons  of  different  ages 
and  different  physicial  conditions)  to  be  taken  or 
applied  in  the  treatment  of  each  of  such  conditions, 
ills  and  diseases,  as  well  as  the  recommended  fre- 
quency and  duration  of  administration  or  application 
of  such  dosage." 

That  on  February  26,  1947,  the  United  States  Marshal 
served  defendants  with  a  copy  of  said  writ  of  preliminary 
injunction. 

That  on  April  14,  1947,  this  Court  granted  and  on 
April  23,  1947,  issued  a  permanent  injunction  with  the 
written  and  signed  consent  of  the  defendants.  On  April 
25,  1947,  the  United  States  Marshal  served  the  defend- 
ants with  a  copy  of  said  writ  of  permanent  injunction. 
The  significant  language  of  said  permanent  injunction  is 
identical  with  that  quoted  above  from  the  preliminary 
injunction,  except  that  the  word  "adequate"  is  substituted 
for  the  word  "specific". 

That  on  April  2,  1947,  after  the  preliminary  injunction 
had  been  issued,  defendants  wrote  to  Schlintz  Bros.  Drug, 
Appleton,  Wisconsin,  as  follows: 

"Our  experience  shows  April,  May  and  June  to  be 
outstandingly  the  best  three  months  of  the  year  for 
Colusa  sales,  so  I  have  ordered  advertising  resumed 
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in  your  local  paper  over  your  name  and  will  con- 
tinue it  throughout  the  period,  starting  off  with  that 
big  adv.,  2  column  wide  and  16  inches  long,  the  one 
that  sold  out  so  many  complete  stocks  of  Colusa  in 
numerous  stores  within  the  first  48  hours  .  .  . 
This  big  adv.  will  be  followed  by  smaller  copy." 

That  on  April  1,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  said  Schlintz  Bros.  Drug,  Apple- 
ton,  Wisconsin,  a  consignment  of  Colusa  Natural  Oil 
which  bore  labels  reading  in  part  as  follows : 

"A  natural  unrefined  petroleum  oil  intended  for 
use  in  the  treatment  of  Psoriasis,  Eczema,  Athlete's 
Foot,  and  Leg  Ulcers. 

"Directions:  Apply  to  affected  parts  and  rub  it 
in  thoroughly  morning  and  night.  For  open  sores, 
saturate  cotton  pad  with  oil  and  bind  on  by  gauze. 
Change  to  fresh  dressing  morning  and  night.  For 
tender  skin  oil  can  be  diluted  50%  with  olive  [3] 
oil.  Continue  treatment  until  skin  is  smooth  and 
comfortable     .     .     ." 

That  the  advertisements  alluded  to  in  defendants'  letter 
of  April  2,  1947,  appeared  on  April  24  and  June  4,  1947 
in  the  Appleton  Post-Crescent,  Appleton,  Wisconsin,  giv- 
ing the  name  and  address  of  Colusa  Remedy  Company 
and  Schlintz  Bros.  Drug. 

Said  advertisements  prescribe,  recommend,  and  suggest 
Colusa  Natural  Oil  as  highly  efficacious  not  only  for 
psoriasis,  athlete's  foot,  eczema,  and  leg  ulcers  (the  four 
disease  conditions  mentioned  on  the  label  of  said  drug) 
but  also  for  poison  ivy,  poison  oak,  bed  sores,  acne,  ring- 
worm, scaley  red  face,  burns,  piles,  and  itch. 
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That  the  labels  on  defendants'  product,  as  shipped  to 
said  Schlintz  Bros.  Drug,  on  April  1,  1947,  disregarded 
the  requirements  of  the  aforesaid  preliminary  injunction 
since  they  fail  even  to  attempt  to  bear  specific  directions 
for  use  of  the  product  in  the  treatment  of  all  ills,  condi- 
tions, and  diseases  for  which  the  product  is  prescribed, 
recommended  and  suggested  in  the  advertising  material 
disseminated  and  sponsored  by  the  defendants. 

That  by  reason  of  the  said  shipment  of  April  1,  1947, 
the  defendants  are  in  criminal  contempt  of  the  preliminary 
injunction  issued  by  this  Court  as  aforesaid.  [4] 

COUNT  TWO 

[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

That  on  May  6,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  the  same  Schlintz  Bros.  Drug, 
Appleton,  Wisconsin,  that  is  referred  to  in  Count  One, 
a  consignment  of  Colusa  Natural  Oil  which  bore  label 
statements  identical  with  those  quoted  in  Count  One,  which 
label  statements  are  hereby  incorporated  into  this  Count 
by  reference. 

That  the  description  of  the  defendants'  letter  to  said 
Schlintz  Bros.  Drug  and  of  the  advertisements  in  the  Ap- 
pleton Post-Crescent,  Appleton,  Wisconsin,  as  given  in 
Count  One,  is  applicable  to  said  shipment  and  is  hereby 
incorporated  into  this   Count  by  reference. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  Schlintz  Bros.  Drug  on  May  6,  1947,  disregard  the 
requirements  of  the  permanent  injunction  described  in 
Count  One  since  they  fail  even  to  attempt  to  bear  ade- 
quate directions  for  use  of  the  product  in  the  treatment 
of  all  ills,  conditions  and  diseases  for  which  the  product 
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is  prescribed,  recommended  and  suggested  in  the  advertis- 
ing material  disseminated  and  sponsored  by  the  de- 
fendants. 

That  by  reason  of  said  shipment  of  May  6,  1947,  the 
defendants  are  in  criminal  contempt  of  the  permanent 
injunction  issued  by  this  Court  and  described  in  Count 
One,  which  injunction  is  hereby  incorporated  into  this 
Count  by  reference.  [5] 

COUNT  THREE 

[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

That  on  July  9,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  the  same  Schlintz  Bros.  Drug, 
Appleton,  Wisconsin,  that  is  referred  to  in  Count  One, 
a  consignment  of  Colusa  Natural  Oil  which  bore  label 
statements  identical  with  those  quoted  in  Count  One, 
which  label  statements  are  hereby  incorporated  into  this 
Count  by  reference. 

That  the  description  of  the  defendants'  letter  to  said 
Schlintz  Bros.  Drug,  and  of  the  advertisements  in  the 
Appleton  Post-Crescent,  Appleton,  Wisconsin,  as  given 
in  Count  One,  is  applicable  to  said  shipment  and  is  hereby 
incorporated  into  this   Count  by  reference. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  Schlintz  Bros.  Drug  on  July  9,  1947,  disregard  the 
requirements  of  the  permanent  injunction  described  in 
Count  I  since  they  fail  even  to  attempt  to  bear  adequate 
directions  for  use  of  the  product  in  the  treatment  of  all 
ills,  conditions,  and  diseases  for  which  the  product  is 
prescribed,  recommended,  and  suggested  in  the  advertis- 
ing material  disseminated  and  sponsored  by  the  de- 
fendants. 
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That  by  reason  of  said  shipment  of  July  9,  1947,  the 
defendants  are  in  criminal  contempt  of  the  permanent  in- 
junction issued  by  this  Court  and  described  in  Count 
One,  which  injunction  is  hereby  incorporated  into  this 
Count  by  reference.  [6] 

COUNT  FOUR 

[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C  A.,  §387] 

That  on  April  17,  1947,  defendants  wrote  to  Crescent 
Drug,  Walla  Walla,  Washington,  as  follows: 

"I  have  ordered  the  2-col.  x  16''  adv.  run  in  your 
paper  next  week — the  one  that  has  pulled  so  well.  I 
am  trying  to  do  this  for  all  my  good  customers  this 
month  and  first  half  of  next     .     .     ." 

That  on  April  17,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  said  Crescent  Drug,  Walla  Walla, 
Washington,  a  consignment  of  Colusa  Natural  Oil  which 
bore  label  statements  identical  with  those  quoted  in  Count 
One,  which  label  statements  are  hereby  incorporated  into 
this  Count  by  reference. 

That  the  advertisement  alluded  to  in  defendants'  letter 
of  April  17,  1947  appeared  on  April  23,  1947,  in  the 
Walla  Walla  Union-Bulletin,  Walla  Walla,  Washington, 
giving  the  name  and  address  of  Colusa  Remedy  Company 
and  Crescent  Drug.  Said  advertisement  prescribes,  recom- 
mends, and  suggests  Colusa  Natural  Oil  as  highly  ef- 
ficacious not  only  for  psoriasis,  athlete's  foot,  eczema, 
and  leg  ulcers  (the  four  disease  conditions  mentioned  on 
the  label  of  said  drug)  but  also  for  poison  ivy,  poison  oak, 
bed  sores,  acne,  ringworm,  scaly  red  face,  burns,  piles 
and  itch. 
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That  the  labels  on  defendants'  product,  as  shipped  to 
said  Crescent  Drug,  disregard  the  requirements  of  the 
preliminary  and  permanent  injunctions  described  in  Count 
One,  since  they  fail  even  to  attempt  to  bear  specific  or 
adequate  directions  for  use  of  the  product  in  the  treatment 
of  all  ills,  conditions  and  diseases  for  which  the  product  is 
prescribed,  recommended  and  suggested  in  the  advertising 
material  disseminated  and  sponsored  by  the  defendants. 

That  by  reason  of  the  said  shipment  of  April  17,  1947, 
the  defendants  are  in  criminal  contempt  of  the  preliminary 
injunction  and  the  permanent  injunction  issued  by  this 
Court  and  described  in  Count  One,  which  injunctions  are 
hereby  incorporated  into  this  Count  by  reference   [7] 

COUNT  FIVE 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

That  on  April  2,  1947,  defendants  wrote  to  William 
H.  McNeill,  Druggist,  Godwin  and  Franklin  Avenue, 
Midland  Park,  New  Jersey,  as  follows: 

"Our  experience  shows  April,  May  and  June  to 
be  outstandingly  the  best  three  months  of  the  year 
for  Colusa  sales,  so  I  have  ordered  advertising  re- 
sumed in  your  local  paper  over  your  name  and  will 
continue  it  throughout  the  period,  starting  oft"  with 
that  big  adv.,  2  columns  wide  and  16  inches  long,  the 
one  that  sold  out  so  many  complete  stocks  of  Colusa 
in  numerous  stores  within  the  first  48  hours  .  .  . 
This  big  adv.  will  be  followed  by  smaller  copy." 

That  on  April  5,  1947,  defendants  shipped  from  Los 
Angeles,   California,   to   said   William   H.   McNeill,   Mid- 
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land  Park,  New  Jersey,  a  consignment  of  Colusa  Natural 
Oil  which  bore  label  statements  identical  with  those  quoted 
in  Count  One,  which  label  statements  are  hereby  incor- 
porated into  this  Count  by  reference. 

That  one  of  the  advertisements  alluded  to  in  defend- 
ants' letter  of  April  2,  1947,  appeared  on  June  12,  1947, 
in  the  Ridgewood  Herald-News,  Ridgewood,  New  Jer- 
sey, giving  the  name  and  address  of  Colusa  Remedy 
Company  and  William  H.  McNeill.  Said  advertisement 
prescribes,  recommends,  and  suggests  Colusa  Natural  Oil 
as  highly  efficacious  not  only  for  psoriasis,  athlete's  foot, 
eczema,  and  leg  ulcers  (the  four  disease  conditions  men- 
tioned on  the  label  of  said  drug)  but  also  for  poison  ivy, 
poison  oak,  bed  sores,  acne,  ringworm,  scaly  red  face, 
burns,  piles  and  itch. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  William  H.  McNeill,  disregard  the  requirements  of 
the  preliminary  injunction  described  in  Count  One,  since 
they  fail  even  to  attempt  to  bear  specific  directions  for 
use  of  the  product  in  the  treatment  of  all  ills,  conditions, 
and  diseases  for  which  the  product  is  prescribed,  recom- 
mended, and  suggested  in  the  advertising  material  dis- 
seminated and  sponsored  by  the  defendants. 

That  by  reason  of  the  said  shipment  of  April  5,  1947, 
the  defendants  are  in  [8]  criminal  contempt  of  the  pre- 
liminary injunction  issued  by  this  Court  and  described  in 
Count  One,  which  injunction  is  hereby  incorporated  into 
this  Count  by  reference.  [9] 
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COUNT  SIX 

[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C  A.,  §387] 

That  on  or  about  June  16,  1947,  defendants  wrote  to 
Rands  Drug,  Inc.,  225  Ross,  Pittsburgh,  Pennsylvania, 
as  follows: 

"Pursuant  to  my  letter  of  last  week  I  have  or- 
dered the  large  2-col.  x  16"  adv.  published  early  next 
week  in  the  following  papers: 
"Pittsburgh  Post  Gazette 

"  Sun  Telegraph 

Beaver  Falls,  Pa.  Tribune 
Greensburg,  Pa.  Review 
New  Castle,  Pa.  News 
Ambridge,  Pa.  Daily  Citizen 
Morgantown,  W.   Va.   Post 
Fairmont,  W.  Va.  Times 
Clarksburg,  W.  Va.  Telegram 
East  Liverpool,  Ohio  Review 
Hagerstown   Daily   Mail 
Cumberland,  Md.  Times 

"All  of  course  will  be  published  over  your  store 
name  and  address  except  in  Pittsburgh  where  refer- 
ence will  read: 

'Sold  by  all  Rands  Drug  Stores.' 

"I  have  shipped  to  each  of  the  smaller  cities  by 
prepaid  express  a  small  quantity  as  shown  on  en- 
closed  consignment   invoices." 

That  on  May  3,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  said  Rands  Drug,  Inc.,  225  Ross 
Street,  Pittsburgh,  Pennsylvania,  a  consignment  of  Colusa 
Natural   Oil    which   bore   label   statements   identical   with 
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those  quoted  in   Count   One,   which  label  statements  are 
hereby  incorporated  into  this  Count  by  reference. 

That  one  of  the  advertisements  alluded  to  in  defend- 
ants' letter  of  June  16,  1947,  appeared  on  June  28,  1947, 
in  the  Pittsburgh  Post-Gazette.  Said  advertise-  [10] 
ment  prescribes,  recommends,  and  suggests  Colusa  Nat- 
ural Oil  as  highly  efficacious  not  only  for  psoriasis, 
athlete's  foot,  eczema,  and  leg  ulcers  (the  four  disease 
conditions  mentioned  on  the  label  of  said  drug)  but  also 
for  poison  ivy,  poison  oak,  bed  sores,  acne,  ringworm, 
scaly  red  face,  burns,  piles  and  itch. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  Rands  Drug,  Inc.,  disregarded  the  requirements  of 
the  permanent  injunction  described  in  Count  One  since 
they  fail  even  to  attempt  to  bear  adequate  directions  for 
use  of  the  product  in  the  treatment  of  all  ills,  conditions, 
and  diseases  for  which  the  product  is  prescribed,  recom- 
mended, and  suggested  in  the  advertising  material  dis- 
seminated and  sponsored  by  the  defendants. 

That  by  reason  of  the  said  shipment  of  May  3,  1947, 
the  defendants  are  in  criminal  contempt  of  the  permanent 
injunction  issued  by  this  Court  and  described  in  Count 
One,  which  injunction  is  hereby  incorporated  into  this 
Count  by  reference.  [11] 

COUNT  SEVEN 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  ^2>S7] 

That  on  April  28,  1947,  defendants  wrote  to  Ballou- 
Latimer  Drug,  Boise,  Idaho,  as  follows : 

"Our  experience  shows  April,  May  and  June  to  be 
outstandingly  the  best  three  months  of  the  year 
for  Colusa  sales,  so  I  have  ordered  advertising  re- 
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sumed  in  your  local  paper  over  your  name  and  will 
continue  it  throughout  the  period,  starting  off  with 
that  big  adv.,  2  columns  wide  and  16  inches  long,  the 
one  that  sold  out  so  many  complete  stocks  of  Colusa 
in  numerous  stores  within  the  first  48  hours  .  .  . 
This  big  adv.  will  be  followed  by  smaller  copy." 

That  on  April  28,  1947,  defendants  shipped  from  Los 
Angeles,  California,  to  said  Ballou-Latimer  Drug,  826 
Idaho  Street,  Boise,  Idaho,  a  consignment  of  Colusa 
Natural  Oil  which  bore  label  statements  identical  with 
those  quoted  in  Count  One,  which  label  statements  are 
hereby  incorporated  into  this  Count  by  reference. 

That  the  advertisements  alluded  to  in  defendants'  letter 
of  April  28,  1947,  appeared  on  May  7,  1947  and  June  4, 
1947  in  The  Idaho  Daily  Statesman,  Boise,  Idaho,  giving 
the  name  and  address  of  Colusa  Remedy  Company  and 
Ballou-Latimer  Drug.  Said  advertisements  prescribe, 
recommend  and  suggest  Colusa  Natural  Oil  as  highly 
efficacious  not  only  for  psoriasis,  athlete's  foot,  eczema, 
and  leg  ulcers  (the  four  disease  conditions  mentioned  on 
the  label  of  said  drug)  but  also  for  poison  ivy,  poison  oak, 
bed  sores,  acne,  ringworm,  scaly  red  face,  burns,  piles, 
and  itch. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  Ballou-Latimer  Drug,  disregard  the  requirements  of 
the  permanent  injunction  described  in  Count  One  since 
they  fail  even  to  attempt  to  bear  adequate  directions  for 
use  of  the  product  in  the  treatment  of  all  ills,  conditions, 
and  diseases  for  which  the  product  is  prescribed,  recom- 
mended, and  suggested  in  the  advertising  material  dis- 
seminated and  sponsored  by  the  defendants. 
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That  by  reason  of  said  shipment  of  April  28,  1947,  the 
defendants  are  in  [12]  criminal  contempt  of  the  per- 
manent injunction  issued  by  this  Court  and  described  in 
Count  One,  which  injunction  is  hereby  incorporated  into 
this  Count  by  reference.  [13] 

COUNT  EIGHT 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C  A.,  §387] 

That  on  April  2,  1947,  defendants  wrote  to  Thrifty 
Drug  Store,  114  Broadway,  Rochester,  Minnesota,  as  fol- 
lows: 

''Our  experience  shows  April,  May  and  June  to  be 
outstandingly  the  best  three  months  of  the  year  for 
Colusa  sales,  so  I  have  ordered  advertising  resumed 
in  your  local  paper  over  your  name  and  will  continue 
it  throughout  the  period,  starting  off  with  that  big 
adv.,  2  columns  wide  and  16  inches  long,  the  one  that 
sold  out  so  many  complete  stocks  of  Colusa  in  nu- 
merous stores  within  the  first  48  hours  .  .  .  This 
big  adv.  will  be  followed  by  smaller  copy." 

That  on  or  about  May  27,  1947,  defendants  shipped 
from  Los  Angeles,  California,  to  said  Thrifty  Drug 
Store,  114  Broadway,  Rochester,  Minnesota,  a  consign- 
ment of  Colusa  Natural  Oil  which  bore  label  statements 
identical  with  those  quoted  in  Count  One,  which  label 
statements  are  hereby  incorporated  into  this  Count  by 
reference. 

That  one  of  the  advertisements  alluded  to  in  defend- 
ants' letter  of  April  2,  1947,  appeared  on  May  15,  1947, 
in  the  Rochester  Post-Bulletin,  Rochester,  Minnesota. 
Said  advertisement  prescribes,  recommends,  and  suggests 
Colusa   Natural   Oil   as   highly   efficacious   not   only    for 
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psoriasis,  athlete's  foot,  eczema,  and  leg  ulcers  (the  four 
disease  conditions  mentioned  on  the  label  of  said  drug) 
but  also  for  poison  ivy,  poison  oak,  bed  sores,  acne,  ring- 
worm, scaly  red  face,  burns,  piles  and  itch. 

That  the  labels  on  defendants'  product,  as  shipped  to 
said  Thrifty  Drug  Store,  disregard  the  requirements  of 
the  permanent  injunction  described  in  Count  One  since 
they  fail  even  to  attempt  to  bear  adequate  directions  for 
use  of  the  product  in  the  treatment  of  all  ills,  conditions, 
and  diseases  for  which  the  product  is  prescribed,  recom- 
mended, and  suggested  in  the  advertising  material  dis- 
seminated and  sponsored  by  the  defendants. 

That  by  reason  of  said  shipment  of  May  27,  1947,  the 
defendants  are  in  [14]  criminal  contempt  of  the  per- 
manent injunction  issued  by  this  Court  and  described 
in  Count  One,  which  injunction  is  hereby  incorporated 
into  this  Count  by  reference.   [15] 

COUNT  NINE 
[21  U.  S.  C.  A.,  §332(b)  and  28  U.  S.  C.  A.,  §387] 

That  on  or  about  June  6,  1947,  the  defendants  caused 
to  be  shipped  from  Philadelphia,  Pennsylvania,  consigned 
to  Colusa  Remedy  Company,  Los  Angeles,  California,  cer- 
tain quantities  of  the  drug  "Colusa  Natural  Oil". 

That  the  labels  affixed  to  said  drug  failed  to  state  any 
disease  condition  for  which  the  drug  was  to  be  used. 

That,  as  alleged  in  Counts  One  to  Eight  inclusive,  de- 
fendants have  caused  advertisements  of  said  drug  to  ap- 
pear in  newspapers  in  various  parts  of  the  United  States, 
which  advertisements  prescribe,  recommend  and  suggest 
Colusa  Natural  Oil  as  highly  efficacious  for  psoriasis, 
athlete's  foot,  eczema,  leg  ulcers,  poison  ivy,  poison  oak, 
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bed  sores,  acne,  ringworm,  scaly  red  face,  burns,  piles, 
and  itch.  Excerpts  from  these  advertisements,  as  quoted 
in  Counts  One  to  Eight  inclusive,  are  hereby  incorporated 
into  this  Count  by  reference.  Such  an  advertisement  ap- 
peared in  the  Los  Angeles  Herald-Express,  Los  Angeles, 
California,  on  August  12,  1947. 

That  the  aforesaid  labels  on  defendants'  product  dis- 
regard the  requirements  of  the  permanent  injunction  de- 
scribed in  Count  One  since  they  fail  even  to  attempt  to 
bear  adequate  directions  for  use  of  the  product  in  the 
treatment  of  all  ills,  conditions,  and  diseases  for  which 
the  product  is  prescribed,  recommended,  and  suggested  in 
the  advertising  material  disseminated  and  sponsored  by  the 
defendants. 

That  by  reason  of  said  shipment  of  June  6,  1947,  the 
defendants  are  in  criminal  contempt  of  the  permanent  in- 
junction issued  by  this  Court  and  described  in  Count  One, 
which  injunction  is  hereby  incorporated  into  this  Count 
by  reference. 

Wherefore,  the  United  States  Atorney  requests  that  an 
Order  to  Show  Cause  issue  out  of  this  Court  directing 
the  said  Chester  Walker  Colgrove  and  Colusa  Remedy 
Company  to  show  cause  on  a  day  certain  before  this  Hon- 
orable Court  why  they  should  not  be  adjudged  in  criminal 
contempt  of  this  Court  by  reason  of  the  violations  of  the 
preliminary  and  permanent  injunctions  herein  alleged. 

JAMES   M.   CARTER 

United  States  Attorney 

[Endorsed]  :  Filed  Oct.  2,  1947.  Edmund  L.  Smith, 
Clerk.   [16] 
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[Title  of  District  Court  and  Cause] 

ORDER  TO  SHOW  CAUSE  RE  CRIMINAL 
CONTEMPT 

Upon  the  Information  of  the  United  States  Attorney 
filed  in  this  Court  this  3  day  of  October,  1947,  alleging 
that  Chester  Walker  Colgrove  and  the  Colusa  Remedy 
Company  disobeyed  lawful  decrees  and  commands  of  this 
Court  in  that  they  introduced  into  interstate  commerce 
shipments  of  Colusa  Natural  Oil  and  the  labels  affixed  to 
such  product  did  not  bear  specific  or  adequate  directions 
for  use  of  the  product  in  the  treatment  of  all  ills,  condi- 
tions, and  diseases  for  which  the  product  is  prescribed, 
recommended,  and  suggested  in  the  advertising  material 
disseminated  and  sponsored  by  the  defendants; 

It  Is  Ordered  By  the  Court  that  the  said  Chester 
Walker  Colgrove  and  Colusa  Remedy  Company  appear 
and  show  cause  at  10  A.  M.,  on  the  16  day  of  October, 
1947,  before  this  Court  in  the  United  States  Post  Office 
and  Court  House  in  the  City  of  Los  Angeles,  State  of 
California,  why  an  order  should  not  be  made  adjudging 
the  said  Chester  Walker  Colgrove  and  Colusa  Remedy 
Company  in  criminal  contempt  of  this  Court;  [17] 

And  It  Is  Further  Ordered  that  the  service  of  a  copy 
of  this  Order  by  the  United  States  Marshal,  or  one  of  his 
deputies,  together  with  a  copy  of  the  said  Information 
be  made  upon  the  said  Chester  Walker  Colgrove  and 
Colusa  Remedy  Company  on  or  before  the  6  day  of  Oc- 
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tober,  1947,  and  that  the  same  shall  be  due  and  sufficient 
service  of  the  Order  to  Show  Cause. 

October  3,  1947. 

WM.  C.  MATHES 

United  States  District  Judge 

[Endorsed] :    Filed  Oct.  3,  1947.     Edmund  L.  Smith, 
Clerk.  [18] 


[Minutes:    Monday,  December  8,  1947] 

Present:  The  Honorable  Wm.  C.  Mathes,  District 
Judge. 

For  hearing  on  return  of  order  of  Oct.  3,  1947,  to  de- 
fendants to  show  cause  why  they  should  not  be  punished 
for  contempt;  D.  G.  Klinger,  Ass't  U.  S.  Atty's,  present 
for  Gov't;  Eugene  McGann,  Esq.,  present  for  defendants; 

Plfs.'  Ex.  1,  2,  3,  4  are  admitted  in  evidence.  Attorney 
McGann  makes  a  statement  for  respondent.  Court  finds 
defendants  have  not  purged  themselves  of  contempt  and 
set  cause  for  trial  Dec.  19,  1947,  10  A.  M.   Jury  is  waived. 

Deft  Colgrove,  who  is  present,  is  advised  of  said  trial 
date.   [19] 
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Case  No.  19575.  U.  S.  vs.  Colusa.  Pltf.  Exhibit  1  on 
hrg  on  rt  OSC.  Date  12/8/47.  No.  1  in  Evidence.  Clerk, 
U.  S.  District  Court,  Sou.  Dist.  of  Calif.  Louis  J.  Som- 
ers.  Deputy  Clerk. 

Case  No.  19575  Crim.  U.  S.  A.  vs.  Chester  W.  Col- 
grove,  Plf.  Exhibit  1.  Date  12-19-47.  No.  1  in  Evi- 
dence. Clerk.  U.  S.  District  Court,  Sou.  Dist.  of  Calif. 
John  A.  Childress,  Deputy  Clerk.  [21] 
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[PLAINTIFF'S   EXHIBIT  NO.  2] 

(Label  on  Bottle) 

COLUSA 
NATURAL  OIL 

A  natural  unrefined  petroleum  oil  intended  for  use  in 
treatment  of  Psoriasis,  Eczema,  Athlete's  Foot  and  Leg 
Ulcers. 

Directions:  Apply  to  affected  parts  and  rub  it  in 
thoroughly  morning  and  night.  For  open  sores  satuate 
cotton  pad  with  oil  and  bind  on  by  gauze.  Change  to  fresh 
dressing  morning  and  night.  For  tender  skin  oil  can  be 
diluted  50%  with  olive  oil.  Continue  treatment  until 
skin  is  smooth  and  comfortable.  We  suggest  in  treatment 
of  Psoriasis,  Eczema  and  Leg  Ulcers  using  Colusa  Nat- 
ural Oil  externally  as  above  directed  and  Colusa  Natural 
Oil  capsules  internally  as  directed  on  bottle  containing 
Colusa  Natural  Oil  capsules. 

Net  contents  2  fl.  oz. 

COLUSA  REMEDY  CO. 

1507  North  Wilcox  Avenue 

Los  Angeles,   California 

Case  No.  19575-Cr.  U.  S.  A.  vs.  Colusa  et  al.  Pltf. 
Exhibit  2  in  Evidence.  Date  12--8-47.  Clerk,  U.  S.  Dist. 
Court,  Sou.  Dist.  of  Calif.  Louis  J.  Somers,  Deputy 
Clerk.    (Label  on  O.  S.  C.) 

Case  No.  19575-WM.  U.  S.  A.  vs.  Chester  W.  Colgrove. 
Govt.  Exhibit  2  in  Evidence.  Date  12-19-47.  Clerk, 
U.  S.  District  Court,  Sou.  Dist.  of  Calif.  John  A.  Chil- 
dress, Deputy  Clerk.  [22] 
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[PLAINTIFF'S  EXHIBIT  NO.   3] 

(Label  on  Bottle) 

COLUSA 

NATURAL  OIL 

A  Natural  Unrefined  Petroleum  Oil 

Directions:  Apply  to  affected  parts  and  rub  it  in 
thoroughly  morning  and  night.  For  open  sores  saturate 
cotton  pad  with  oil  and  bind  on  by  gauze.  Change  to 
fresh  dressing  morning  and  night.  For  tender  skin  oil 
can  be  diluted  50%  with  olive  oil. 

Net  contents  2  Fl.  ozs. 

COLUSA  REMEDY  CO. 

1507  North  Wilcox  Ave. 

Los  Angeles,  Calif. 

Case  No.  19575-WM.  U.  S.  A.  vs.  Chester  W.  Col- 
grove.  Govt.  Exhibit  3  in  Evidence.  Date  12-19-47. 
Clerk,  U.  S.  District  Court,  Sou.  Dist.  of  Calif.  John  A. 
Childress,  Deputy  Clerk.   [23] 

[PLAINTIFF'S  EXHIBIT  NO.  4] 

In  the  District  Court  of  the  United  States  in  and  for 
the  Southern  District  of  California,  Central  Division 

United  States  of  America,  Plaintiff,  v.  Chester  Walker 
Colgrove,  trading  and  doing  business  under  the  firm  name 
of  Colusa  Remedy  Company,  and  Colusa  Remedy  Com- 
pany, a  Nevada  Corporation,  Defendants.     No.   19575 
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STIPULATION 
It  is  hereby  stipulated  and  agreed  by  and  between  the 
parties  to  this  criminal  contempt  action: 

(1)  That  all  of  the  facts  set  forth  in  the  Criminal  In- 
formation are  true,  except  that  it  is  not  admitted  that 
the  advertisements  referred  to  in  said  Information  pre- 
scribe, recommend  and  suggest  Colusa  Natural  Oil  in 
the  treatment  of  poison  ivy,  poison  oak,  bed  sores,  acne, 
ringworm,   scaley   red   face,   burns,  piles,  and  itch. 

(2)  That  the  attached  newspaper  advertisement  taken 
from  page  8  of  the  June  12,  1947,  issue  of  The  Ridge- 
wood  Herald-News,  Ridgewood,  New  Jersey,  and  iden- 
tified as  Exhibit  A,  is  typical  of  the  advertisements  re- 
ferred to  in  said  Information. 

(3)  That  the  label  on  the  bottle  of  Colusa  Natural  Oil 
identified  [24]  as  Exhibit  B  is  representative  of  the  labels 
referred  to  in  Counts  1-8  of  the  Information. 

(4)  That  the  label  on  the  bottle  of  Colusa  Natural  Oil 
identified  as  Exhibit  C  is  representative  of  the  labels  re- 
referred  to  in  Count  9  of  the  Information. 

Dated:    This  8th  day  of  December,  1947. 

CHESTER  WALKER  COLGROVE, 
trading  and  doing  business  under  the  firm 
name  and  style  of  Colusa  Remedy  Co. 
By  Eugene  T.  McGann 

Attorney  for  Defendant  Colgrove 
COLUSA  REMEDY  COMPANY, 
a  Nevada  Corporation 
C.  W.  Colgrove 
Pres. 
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UNITED  STATES  OF  AMERICA 

JAMES  M.  CARTER 
United  States  Attorney 
By  T.  G.  Klinger 
T.  G.  Klinger 
Special  Assistant  to  the  U.  S.  Attorney 
Attorneys  for  the  Plaintiff 

Case  No.  19575.  U.  S.  vs.  Colusa.  Pltf.  Exhibit  4. 
Date  12/8/47.  No.  4  in  Evidence.  Clerk,  U.  S.  District 
Court,  Sou.  Dist.  of  Calif.  Louis  J.  Somers,  Deputy 
Clerk.  [25] 


[Title  of  District  Court  and  Cause] 

WAIVER  OF  TRIAL  BY  JURY 

and 

WAIVER  OF  SPECIAL  FINDINGS  OF  FACT 

(Rule  23(a)  and  (c)  F.  R.  C.  P.) 

The  undersigned  defendant  hereby  waives  the  right  to 
a  trial  by  jury  and  requests  the  court  to  try  all  charges 
against  him  in  this  cause  without  a  jury. 

The  undersigned  defendant  further  waives  the  right  to 
request  any  special  findings  of  fact  as  provided  by  Rule 
23(c)  of  the  Federal  Rules  of  Criminal  Procedure. 
December  8,  1947. 

COLUSA  REMEDY  CO. 
By  C.  M.  Colgrove,  Pres. 

Defendant 
CHESTER  WALKER  COLGROVE 
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The  undersigned  counsellor  represents  that  prior  to  the 
signing  of  the  foregoing  waiver,  the  defendant  was  fully 
advised  as  to  the  rights  of  an  accused  under  the  Con- 
stitution and  laws  of  the  United  States,  including  the 
right  to  a  trial  by  jury  and  the  right  to  request  special 
findings  in  a  case  tried  without  a  jury;  and  further  rep- 
resents that,  in  his  opinion,  the  above  waiver  by  the  de- 
fendant of  trial  by  jury  and  special  findings  is  voluntarily 
and  understandingly  made. 

December  8,  1947. 

EUGENE  T.  McGANN 
Attorney  for  Defendant 

The  United  States  Attorney  hereby  consents  that  the 
case  be  tried  without  a  jury,  and  waives  the  right  to 
request  any  special  findings  of  fact  as  provided  by  Rule 
23(c)  of  the  Federal  Rules  of  Criminal  Procedure. 

December  8,  1947. 

JAMES  M.  CARTER 

United  States  Attorney 

By   Tobias   G.   Klinger 

Assistant  U.  S.  Attorney 

Approved  December  19,  1947. 

WM.  C.  A^IATHES 

United  States  District  Judge 

[Endorsed]  :  Filed  Dec.  8,  1947.  Edmund  L.  Smith, 
Clerk.  [26] 
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[Minutes:    Friday,  December  19,  1947] 

Present:  The  Honorable  Wm.  C.  Mathes,  District 
Judge. 

For  trial;  T.  G.  Klinger,  Ass't  U.  S.  Att'y,  present 
for  Gov't;  E.  T.  McGann,  Esq.,  present  for  defendant 
Chester  Walker  Colgrove,  who  is  present  on  0/R;  coun- 
sel stipulate  that  Gov't  Ex.  1,  2,  and  3,  heretofore  in- 
troduced on  hearing  of  Order  to  Show  Cause,  Dec.  8, 
1947,  be  deemed  admitted  for  trial,  and  it  is  so  ordered. 
Gov't  rests. 

Chester  Walker  Colgrove  is  called,  sworn,  and  testifies 
in  his  own  behalf.  Deft's  Ex.  A  and  B  are  admitted  in 
evidence.    Defendant  rests. 

Attorneys  Klinger  and  McGann  argue  to  the  Court. 

Court  finds  Deft  Colgrove  guilty  of  contempt  as 
charged  in  counts  1  to  8  inclusive  and  not  guilty  as 
charged  in  count  9. 

Court  finds  defendant  Colusa  Remedy  Co.  guilty  of 
contempt  as  charged  in  counts  1  to  8  inclusive  and  not 
guilty  as  charged  in  count  9. 

Court  orders  cause  referred  to  Prob.  Officer  for  in- 
vestigation and  report  as  to  both  defendants  and  con- 
tinued to  Jan.  5,  1948,  1 :30  P.  M.,  for  hearing  said  re- 
ports and  sentence,  and  that  meantime  Deft  Colgrove 
remain  on  0/R.    [27^ 
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[DEFENDANTS'  EXHIBIT  A] 

[Crest]       RAILWAY  EXPRESS  AGENCY       [Crest] 

Incorporated 

6611  Santa  Monica  Blvd. 

Hollywood,  California 

R.  L.  Van  Houten, 

General  Agent  Tel.  Hillside  6171 

June  18,  1947 

Colusa  Remedy  Co. 
1507  North  Wilcox 
Hollywood,  Calif. 

Gentlemen : 

We  have  received  a  shipment  from  C.  W.  Colgrove, 
Philadelphia,  Penn.,  being  a  return  shipment  which  you 
forwarded  from  here  on  prepaid  receipt  5354,  October 
2nd,  1946. 

Bureau  of  Food  and  Drug  Inspector,  Milton  P.  Duffy, 
has  placed  against  this  shipment  a  quarantine  preventing 
the  delivery  of  the  material  to  your  address. 

Shipment  consists  of  sixteen  cartons. 

Yours  very  truly, 

R.  L.  Van  Houten 
R.  L.  Van  Houten 
RLV:js  General  Agent 

Case  No.  19575  Crim.  U.  S.  A.  vs.  Chester  W.  Col- 
grove. Dft.  Exhibit  A.  Date  12-19-47.  Exhibit  A  in 
Evidence.  Clerk,  U.  S.  District  Court,  Sou.  Dist.  of  Calif. 
John  A.  Childress,  Deputy  Clerk.   [28] 
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Letters  making  correction  on  mats 
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The  Messenger 

Midland  Newspaper 

Woodland  Newspaper 

Bellefonte 

Kingston  " 

The  Times 

Evening  Times 

Dover   Newspaper 

Lowville  " 

The  Sun 

Harriman        " 

Plainview  Herald 

Raymondsville  Newspaper 

The  Advocate 

The  News 

The  Courier 

Junction  City  Newspaper 

Roanoke  Rapids       '' 

The  Reporter 

Telegraph  Forum 

The  Telegram 

Leader  Republican  Herald 

Garrett  Newspaper 


St.  Albans,  Vt. 
Midland  Park,  N.  J. 
Woodland,  Me. 
Bellefonte,  Pa. 
Kingston,  Pa. 
Gettysburg,  Pa. 
Sayre,  Pa. 
Dover,  N.  J. 
Lowville,  N.  Y. 
Jamestown,  N.  Dak. 
Harriman,  Tenn. 
Plainview,  Tex. 
Raymondsville,  Tex. 
Victoria  " 

Bicknell,  Ind. 
Winfield,  Kans. 
Junction  City,  Ark. 
Roanoke  Rapids,  N.  Car. 
Sweetwater,  Tex. 
Bucyrus,  Ohio 
Herkimer,  N.  Y. 
Gloversville,  N.  Y. 
Garrett,  Ind. 


North  Manchester  Newspaper  North  Manchester,  Ind. 

The  Telegram  Rocky  Mount,  N.  C. 

Eureka  Newspaper  Eureka,  S.  Dak. 

Cowpens  "  Cowpens,  S.  C. 

The  Herald  Williston,  N.  Dak. 

The  Herald  Morris,   111. 

Carlton  Newspaper  Carlton,  Minn. 
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The  Call 
Mexico  Ledger 
Inverness  Newspaper 
The  Dispatch 
The  Times 

Carlinville  Newspaper 
The  Republican 
Recorder  &  Democrat 
The  Tribune 
News  Telegraph 
The  Herald 
The  Sentinel 
Denison  Newspaper 
The  Enterprise 
Laurium  Newspaper 
The  Tribune 
Gillespie  Newspaper 
Prestonburg      " 
Union  Sun  &  Journal 
News  Banner 
The  Sun 
The  Bulletin 
Express  &  News 
Pleasantville,  N.  J. 
Newton,  la. 
Lexington,  Nebr. 
IHon,  N.  Y. 
Paris  News 


Lead,  S.  D. 
Mexico,  Mo. 
Inverness,  Dla. 
Oneida,  N.  Y. 
Florence,  Ala. 
Carlinville,  111. 
Millville,  N.  J. 
Amsterdam,  N.  Y. 
Great  Bend,  Kansas 
Atlantic,  la. 
Sapulpa,  Okla. 
Woodstock,  111. 
Denison,  la. 
Paris,  Ky. 
Laurium,  Mich. 
New  Albany,  Ind. 
Gillespie,  111. 
Prestonburg,  Ky. 
Lockport,  N.  Y. 
Bluffton,  Ind. 
Beatrice,  Nebr. 
North  Platte,  Nebr. 
Kirksville,  Mo. 
Newspaper 
News 
Newspaper 

Paris,  Texas  [31] 
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COLUSA  REMEDY  CO. 

Colusa  Natural  Oil     *     Colusa  Natural  Oil  Capsules     * 

Colusa  Natural  Oil  Ointment 

.     .     General  Offices     .     . 

1507  North  Wilcox  Ave. 

Los  Angeles  28       California 

April  7,  1947 
Newspaper  Publisher: 

Re:    mat  for  Colusa  advertisement: 
For  the  reason  the  word  *'acne"  was  left  off  our  labels, 
please  delete  the  word  "acne"  in  the  4th  line  of  the  reverse 
heading  of  the  2-col  X   16''  adv.  mat  sent  by  Tharsing 
Adv.  Agency,  obliging, 

Yours  truly 

Colusa  Remedy  Co. 
Case  No.  19575  Crim.     U.  S.  A.  vs.  Chester  W.  Col- 
grove.    Dft.  Exhibit  B.  Date  12-19-47.   Exhibit  B  in  Evi- 
dence.    Clerk,  U.  S.  District  Court,  Sou.  Dist  of  Calif. 
John  A.  Childress,  Deputy  Clerk.  [33] 


[Minutes:    Monday,  January  5,  1948] 
Present:     The    Honorable    Wm.    C.    Mathes,    District 
Judge. 

For  hearing  Prob.  Officer's  report  and  sentence  of  each 
defendant  on  counts  1  to  8  inch ;  T.  G.  Klinger,  Ass't 
U.  S.  Att'y,  appearing  as  counsel  for  Gov't;  E.  T.  Mc- 
Gann,  Esq.,  appearing  as  counsel  for  defendant; 

Pre-sentence  memo,  of  defendant  is  filed  and  Prob.  Of- 
ficer's report  and  attached  papers  are  ordered  filed;  At- 
torney Klinger  states  plaintiff's  recommendations  for  sen- 
tence; defendant  makes  a  statement;  the  Court  pronounces 
judgments  as  follows: 

****H«****       [341 


34  Chester  Walker  Colgrove,  et  al. 

District  Court  of  the  United  States  for  the 

Southern  District  of  California 

Central  Division 

No.   19575-Crim. 
UNITED  STATES  OF  AMERICA 

V. 

COLUSA  REMEDY  COMPANY,  a   Nevada  corpora- 
tion 

JUDGMENT 

[21  U.  S.  C.  §332(b);  28  U.  S.  C  §387] 

On  this  5th  day  of  January,  1948  came  the  attorney  for 
the  g-overnment  and  the  defendant  appeared  through  its 
president,  Chester  Walker  Colgrove,  and  with  its  attor- 
ney, Eugene  T.  McGann,  Esquire. 

It  Is  Adjudged  that  the  defendant  has  been  convicted 
upon  its  plea  of  not  guilty,  after  trial  by  the  Court  with- 
out a  jury,  a  jury  trial  having  been  waived  by  the  de- 
fendant, of  the  offenses  of  on  or  about  April  1,  1947, 
May  6,  1947,  July  9,  1947,  April  17,  1947,  April  5,  1947, 
May  3,  1947,  April  28,  1947  and  April  2,  1947,  having 
shipped  in  interstate  commerce  a  product  which  failed  to 
bear  specific  directions  for  use  of  the  product  in  the  treat- 
ment of  all  ills,  conditions  and  diseases  for  which  the 
product  is  prescribed  or  recommended  or  suggested  in  the 
advertising  material  disseminated  and  sponsored  by  the  de- 
fendant and  Chester  Walker  Colgrove;  and  in  disregard 
of  the  injunctions  issued  February  24,  1947  and  April  23, 
1947  by  this  Court  in  cause  numbered  5992- WM  Civil, 
as  charged  in  Counts  One  to  Eight  inclusive  of  the  infor- 
mation;   and    the    Court    having    asked    the    defendant 
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whether  it  has  anything  to  say  why  judgment  should  not 
be  pronounced,  and  no  sufficient  cause  to  the  contrary  be- 
ing- shown  or  appearing  to  the  Court, 

It  Is  Adjudged  that  the  defendant  is  guilty  as  charged 
and  convicted. 

It  Is  Adjudged  that  the  defendant  pay  to  the  United 
States  of  America  a  fine  of  $500  for  the  offense  charged 
in  Count  One  of  the  information;  a  fine  of  $500  for  the 
offense  charged  in  Count  Two  of  the  information;  a  fine 
of  $500  for  the  offense  charged  in  Count  Three  of  the 
information;  a  fine  of  $1,000  for  the  offense  charged  in 
Count  Four  of  the  information;  a  fine  of  $500  for  the 
offense  charged  in  Count  Five  of  the  information;  a  fine 
of  $1,000  for  the  offense  charged  in  Count  Six  of  the 
information;  a  fine  of  $500  for  the  offense  charged  in 
Count  Seven  of  the  information;  and  a  fine  of  $500  for 
the  offense  charged  in  Count  Eight  of  the  information; 
and  that  the  total  fines  aggregating  $5,000  shall  be  paid 
on  or  before  January  10,  1949. 

It  Is  Further  Adjudged  that  the  defendant  be  permitted 
to  pay  the  fines  herein  imposed  in  monthly  installments 
of  $200  or  more  each  month,  commencing  January  10, 
1948,  provided  that  the  defendant  pay  the  full  sum  of 
$5,000  on  or  before  January  10,  1949. 

It  Is  Adjudged  that  the  defendant  is  not  guilty  on 
Count  Nine  of  the  information  in  accordance  with  the 
finding  of  the  Court  on  the  trial  on  December  19,  1947. 

WM.  C.  MATHES 

United  States  District  Judge 

Filed  January  5,  1948.  Edmund  L.  Smith,  Clerk;  by 
Louis  J.  Somers,  Deputy  Clerk.   [35] 
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District  Court  of  the  United  States  for  the 

Southern  District  of  California 

Central   Division 

No.   19575-Crim. 
UNITED  STATES  OF  AMERICA 

V. 

CHESTER  WALKER  COLGROVE 

JUDGMENT  AND  PROBATIONARY  ORDER 

[21  U.  S.  C.  §332(b);  28  U.  S.  C.  §387] 

On  this  5th  day  of  January,  1948  came  the  attorney 
for  the  government  and  the  defendant  appeared  in  person 
and  with  his  attorney,  Eugene  T.  McGann,  Esquire. 

It  Is  Adjudged  that  the  defendant  has  been  convicted 
upon  his  plea  of  not  guilty,  after  trial  by  the  Court  with- 
out a  jury,  jury  trial  having  been  waived  by  the  defend- 
ant, of  the  offenses  of  on  or  about  April  1,  1947,  May  6, 
1947,  July  9,  1947,  April  17,  1947,  April  5,  1947,  May  3, 
1947,  April  28,   1947  and  April  2,   1947,  having  shipped 
in   interstate   commerce   a  product   which   failed   to  bear 
specific  directions  for  use  of  the  product  in  the  treatment 
of  all  ills,  conditions  and  diseases  for  which  the  product 
is  prescribed  or  recommended  or  suggested  in  the  adver- 
tising  material    disseminated    and    sponsored    by    the   de- 
fendant and  Colusa  Remedy  Company,  a  Nevada  corpora- 
tion; and  in  disregard  of  the  injunctions  issued  February 
24,  1947  and  April  23,  1947  by  this  Court  in  cause  num- 
bered   5992-WM    Civil,    as    charged   in    Counts    One   to 
Eight  inclusive  of  the  information;  and  the  Court  hav- 
ing asked  the  defendant  whether  he  has  anything  to  say 
why  judgment  should  not  be  pronounced,  and  no  sufficient 
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cause  to  the  contrary  being  shown  or  appearing  to  the 
Court, 

It  Is  Adjudged  that  the  defendant  is  guilty  as  charged 
and  convicted. 

It  Is  Adjudged  that  the  defendant  is  hereby  committed 
to  the  custody  of  the  Attorney  General  or  his  authorized 
representative  for  imprisonment  for  a  period  of  six 
months  in  a  jail- type  institution  to  be  selected  by  the  At- 
torney General  of  the  United  States  or  his  authorized 
representative  for  the  offense  charged  in  Count  One  of 
the  information;  and  be  further  imprisoned  for  a  like 
period  of  six  months  for  the  offense  charged  in  Count 
Two  of  the  information;  and  be  further  imprisoned  for  a 
like  period  of  six  months  for  the  offense  charged  in 
Count  Four  of  the  information;  and  be  further  im- 
prisoned for  a  like  period  of  six  months  for  the  offense 
charged  in  Count  Six  of  the  information;  that  all  terms 
of  imprisonment  imposed  under  Counts  One,  Two,  Four 
and  Six  shall  commence  and  run  Consecutively. 

It  Is  Further  Adjudged  that  the  defendant  pay  to  the 
United  States  of  Amxcrica  a  fine  of  $1,000  for  the  offense 
charged  in  Count  Three  of  the  information;  a  like  fine 
of  $1,000  for  the  offense  charged  in  Count  Five  of  the 
information;  a  like  fine  of  $1,000  for  the  offense  charged 
in  Count  Seven  of  the  information;  and  a  like  fine  of 
$1,000  for  the  offense  charged  in  Count  Eight  of  the 
information;  and  be  further  imprisoned  until  all  said  fines 
be  paid  or  until  the  defendant  is  otherwise  discharged  as 
provided  by  law. 

It  Is  Further  Adjudged  that  execution  of  all  sentences 
herein  imposed  for  the  offenses  charged  in  Counts  One, 
Two,  Three,  Four,  Five,  Six,  Seven  and  Eight  be  and  is 
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hereby  suspended,  and  the  defendant  is  placed  on  proba- 
tion for  the  period  of  five  years  commencing  forthwith; 
and  the  conditions  of  probation  are  fixed  as  follows: 
during  the  probationary  period  the  defendant  shall  (1) 
pay  to  the  United  States  of  America  the  fines,  aggregat- 
ing $4,000  imposed  for  the  offenses  charged  in  Counts 
Three,  Five,  Seven  and  Eight  of  the  information,  said 
fines  to  be  paid  at  such  times  and  in  such  installments 
as  the  Probation  Officer  of  this  Court  shall  direct;  (2) 
obey  all  laws  applicable  to  the  defendant's  conduct  wher- 
ever he  may  be;  and  (3)  comply  with  all  rules  which  the 
Probation  Officer  of  this  Court  may  prescribe  for  the 
guidance  of  his  personal  conduct. 

It  Is  Further  Adjudged  that  the  probationary  periods 
and  the  conditions  of  probation  shall  be  the  same  as  to 
Counts  One,  Two,  Three,  Four,  Five,  Six,  Seven  and 
Eight;  that  the  probationary  periods  shall  commence  and 
run  concurrently;  that  compliance  with  the  conditions  of 
probation  as  to  Count  One  shall  also  constitute  compli- 
ance with  the  conditions  of  probation  as  to  the  remaining 
counts;  and  that  a  violation  of  any  of  the  conditions 
of  probation  as  to  Count  One  shall  likewise  constitute  a 
violation  of  the  conditions  as  to  the  remaining  counts. 

It  Is  Adjudged  that  the  defendant  is  not  guilty  on 
Count  Nine  of  the  information  in  accordance  with  the 
finding  of  the  Court  on  the  trial  on  December  19,  1947. 

WM.  C.  MATHES 

United  States  District  Judge 

Filed  January  5,  1948.  Edmund  L.  Smith,  Clerk;  by 
Louis  J.   Somers,   Deputy  Clerk.    [36] 
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[Title  of  District  Court  and  Cause] 

NOTICE  OF  APPEAL 

Name  and  Address  of  Appellants: 

Chester  Walker  Colgrove,  1507  N.  Wilcox,  Los  An- 
geles 28,   California; 

Colusa  Remedy  Company,  1507  N.  Wilcox,  Los  An- 
geles 28,  California; 

Colusa  Remedy  Company,  a  Nevada  Corporation,  1507 
N.  Wilcox,  Los  Angeles  28,  California. 
Name  and  Address  of  Appellants'  Attorney: 

Morris  La  vine,  620  Bartlett  Building,  215  West  Seventh 
Street,  Los  Angeles   14,  California. 

Offenses : 

Criminal   contempt   of   court   as   to   first  8  counts   for 
alleged  violation   of   the  court's   orders   of   February  26, 
1947  and  April  23,  1947.    (21  U.  S.  C.  A.,  Section  332(b) 
and  28  U.  S.  C.  A.,  Section  387.)   [38] 
Date  of  Judgments : 

January  5,  1948. 

Brief  Description  of  Judgments  and  Sentences: 

Chester  Walker  Colgrove,  sentenced  to  serve  six  months 
in  jail  on  Counts  One,  Two,  Four  and  Six  of  the  infor- 
mation, to  run  consecutively,  or  a  total  of  two  years  in  a 
jail  type  of  institution,  suspended  for  a  period  of  five 
years.  A  fine  of  $1,000.00  as  to  counts  three,  five,  seven 
and  eight,  or  a  total  fine  of  $4,000.00  and  to  be  im- 
prisoned until  said  fine  is  paid. 

A    fine   of   $5,000.00  on   Colusa   Remedy   Company,   a 
Nevada  Corporation,  or  a  total  fine  of  $9,000.00. 
Name  of  Prison  Where  Now  Confined,  if  Not  on  Bail: 

None. 
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We,  the  above  appellants,  hereby  appeal  to  the  United 
States  Circuit  Court  of  Appeals  for  the  Ninth  Circuit 
from  the  judgments  and  each  of  them  above  named. 

Dated:   January  12,  1948. 

MORRIS  LAVINE 

Attorney  for  Appellants 
CHESTER  WALKER  COLGROVE 
CHESTER  WALKER  COLGROVE, 
trading  and  doing  business  under  the  firm 
name    of    COLUSA    REMEDY    COM- 
PANY and  COLUSA  REMEDY  COM- 
PANY, a  Nevada  Corp. 
By  Chester  Walker  Colgrove 

President  [39] 

Received  copy  of  the  within  Notice  of  Appeal  this  13th 
day  of  January,  1948.  James  M.  Carter,  U.  S.  Atty. ;  by 
Gertrude  M.  Johnson. 

[Endorsed]  :  Filed  Jan.  13,  1948.  Edmund  L.  Smith, 
Clerk.   [40] 


[Minutes:    Monday,  January  19,  1948] 

Present:  The  Honorable  Wm.  C.  Mathes,  District 
Judge. 

Morris  Lavine,  Esq.,  appearing  as  counsel  for  de- 
fendant, now  comes  before  the  Court  and  make  a  state- 
ment that  appeal  notice  has  been  filed  and  moves  that 
$200  cashier's  check  tendered  as  payment  of  fine  be  de- 
posited in  the  registry  of  the  Court  to  abide  the  final 
outcome  of  the  case,  and  it  is  so  ordered.   [41] 
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In  the  United  States  Circuit  Court  of  Appeals 

for  the  Ninth  Circuit 

(Undocketed) 

UNITED  STATES  OF  AMERICA, 

Plaintiff- Appellee, 

vs. 

CHESTER  WALKER  COLGROVE,  trading  and  doing 
business  under  the  firm  name  of  COLUSA  REMEDY 
COMPANY  and  COLUSA  REMEDY  COMPANY, 
a  Nevada  corporation, 

Defendants-Appellants. 

PETITION  FOR  ORDER  FOR  EXTENSION  OF 
TIME  TO  FILE  RECORD  AND  DOCKET  AP- 
PEAL 

Come  now  defendants-appellants  above  named,  by  their 
attorney,  Morris  Lavine,  and  petition  this  Honorable 
Court  for  an  order  extending  the  time  to  file  the  record 
on  appeal  herein  and  docket  the  appeal  to  and  including 
March  13,  1948.  This  application  is  based  on  the  affidavit 
of  Morris  Lavine,  attached  hereto. 

Ray  vs.  U.  S.,  301  U.  S.   158. 

MORRIS    LAVINE 
Attorney  for  Defendants-Appellants 
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ORDER  EXTENDING  TIME  TO  FILE  RECORD 
ON  APPEAL  AND  DOCKET  APPEAL 

Good  Cause  Appearing,  It  Is  Ordered  that  the  time  for 
fihng-  the  record  and  docketing-  the  appeal  herein  be,  and 
it  hereby  is,  extended  to  and  including  March   13,   1948. 

Dated:    San  Francisco,  California,  February  20,  1948. 

FRANCIS  A.  GARRECHT 
U.  S.  Circuit  Judge 

[Title  of  Circuit  Court  of  Appeals  and  Cause] 

(Undocketed) 

AFFIDAVIT  IN  SUPPORT  OF  PETITION  FOR 
EXTENSION  OF  TIME  TO  FILE  RECORD 
AND  DOCKET  APPEAL 

State  of  California 

County  of  Los  Angeles — ss: 

Morris  Lavine,  being  first  duly  sworn,  deposes  and 
says:  That  he  is  the  attorney  for  appellants  in  the 
above-entitled  cause;  that  this  cause  involves  an  appeal 
from  an  order  of  the  District  Court  for  contempt,  relat- 
ing to  pure  foods  and  drugs;  that  the  record  on  appeal 
is  due  to  be  filed  in  San  Francisco  on  February  21,  1948. 

•  That  there  appears  to  be  some  confusion  and  some  un- 
necessary matters  in  the  proposed  record,  which  would 
make  the  same  very  bulky  and  it  is  the  desire  of  affiant 
to  eliminate  the  unnecessary  matters  from  the  record  on 
appeal;  that  affiant  has  talked  to  Deputy  United  States 
Attorney  Klinger  with  the  view  to  arranging  such  con- 
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densation  of  the  record,  and  that  additional  time  is  neces- 
sary for  the  completion  of  the  details  thereof;  that 
three  weeks'  additional  time  from  February  21,  1948,  is 
desired  for  completing  the  record  on  appeal. 

Wherefore,  affiant  prays  that  this  Honorable  Court  en- 
large the  time  within  which  to  file  the  record  and  docket 
the  appeal  in  the  Circuit  Court  of  Appeals  to  and  includ- 
ing March  13,  1948. 

MORRIS  LAVINE 
Attorney  for  Defendants-Appellants 

Subscribed  and  sworn  to  before  me  this  18th  day  of 

February,   1948. 

MILTON  B.  SAFIER 

Notary  Public  in  and  for  the  County  of  Los  Angeles, 
State  of  California 

A  True  Copy.   Attest:   Feb.  20,  1948.   Paul  P.  O'Brien, 
Clerk. 

[Endorsed]:    Filed  Feb.  20,   1948.     Paul  P.  O'Brien, 
Clerk.     • 

[Endorsed]  :    Filed  Feb.  24,  1948.     Edmund  L.  Smith, 
Clerk. 
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[Title  of  District  Court  and  Cause] 

CERTIFICATE  OF  CLERK 

I,  Edmund  L.  Smith,  Clerk  of  the  District  Court  of 
the  United  States  for  the  Southern  District  of  California, 
do  hereby  certify  that  the  foregoing  pages  numbered  from 
1  to  26,  inclusive,  contain  full,  true  and  correct  copies  of 
Information  re  Contempt;  Order  to  Show  Cause  re  Crim- 
inal Contempt;  Minute  Order  Entered  December  8,  1947; 
Plaintiff's  Exhibits  1,  2,  3  and  4;  Waiver  of  Trial  by 
Jury  and  Waiver  of  Special  Findings  of  Fact;  Defend- 
ants' Exhibits  A  and  B ;  Minute  Order  Entered  Decem- 
ber 19,  1947;  Minute  Order  Entered  January  5,  1948; 
Judgments  and  Commitments;  Notice  of  Appeal;  Minute 
Order  Entered  January  19,  1948;  Praecipe;  Counter- 
Designation  of  Record  and  Notice  to  Prepare  Record  on 
Appeal  which,  together  with  copy  of  Reporter's  Transcript 
of  proceedings  on  December  8  and  19,  1947,  transmitted 
herewith,  constitute  the  record  on  appeal,  to  the  United 
States  Circuit  Court  of  Appeals  for  the  Ninth  Circuit. 

I  further  certify  that  my  fees  for  preparing,  compar- 
ing, correcting  and  certifying  the  foregoing  record  amount 
to  $14.00  which  sum  has  been  paid  to  me  by  appellants. 

Witness  my  hand  and  the  seal  of  said  District  Court 
this  11  day  of  March,  A.  D.  1948. 

(Seal)  EDMUND  L.  SMITH 

Clerk 

By  Theodore  Hocke 

Chief  Deputy 
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[Title  of  District  Court  and  Cause] 

Honorable  William  C.  Mathes,  Judge  Presiding 
REPORTER'S  TRANSCRIPT  OF  PROCEEDINGS 

Los  Angeles,  California,  Monday,  December  8,  1947 
Appearances : 

For  the  Plaintiff:  James  M.  Carter,  United  States 
Attorney;  by  T.  B.  Klinger,  Esquire,  Asst.  United  States 
Attorney. 

For  the  Defendants:     Eugene  T.  McGann,  Esquire. 

Los  Angeles,  California,  Monday,  December  8,  1947 

1 :30  P.  M. 

(Case  called  by  the  clerk.) 

Mr.  Klinger:     Ready  for  the  government,  your  Honor. 

Mr.  McCann:     Ready  for  the  defendants. 

The  Court :  How  long  do  you  estimate  that  matter  will 
take,  gentlemen? 

Mr.  Klinger :  We  think  it  will  be  very  brief  in  the 
light  of  the  stipulation  which  we  have  prepared  to  be 
submitted  this  afternoon  to  your  Honor;  at  least,  I 
think  the  Government's  case  is  entirely  covered  by  the 
stipulation.  There  will  be  some  argument  on  the  law, 
perhaps,  that  your  Honor  may  wish  to  hear  this  after- 
noon. 

The  Court:  Is  this  a  proceeding  triable  by  a  jury 
under  Section  387? 

Mr.  Klinger:  If  a  jury  is  demanded,  I  understand 
that  a  jury  would  be  required  under  that  Section  to  which 
your  Honor  referred,  and  it  so  states. 

This  proceeding  today,  of  course,  is  on  the  return 
to  the  order  to  show  cause  and,  as  I  read  the  section 
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to  which  the  Food  and  Drug  Section  refers,  it  declares 
that  after  that,  at  this  hearing,  reading  from  Section 
387  of  Title  28: 

"If  upon  or  by  such  return,  in  the  judgment  of 
the  court,  the  alleged  contempt  be  not  sufficiently 
purged,  a  trial  shall  be  directed  at  a  time  and  place 
fixed  by  the  court."  [2*] 

And  while  I  have  not  been  through  this  procedure  be- 
fore, I  would  assume  that  under  that,  today's  proceeding 
is  preliminary  to  such  a  trial,  if  one  is  to  be  had,  although 
I  think  that  the  trial  will  be  obviated  in  any  event  by  the 
stipulation  that  we  have. 

The  Court:     Do  you  have  the  specific  stipulation? 

Mr.  Klinger:  May  I  say  for  the  record,  your  Honor, 
that  I  hold  in  my  hand  a  stipulation  which  has  been 
entered  into  and  signed  between  the  parties  to  this  pro- 
ceeding which  I  should  like  to  submit  at  this  time.  In 
doing  so  there  are  three  exhibits  which  must  be  submitted 
together  with  the  stipulation.  The  stipulation  is  very 
brief  and  I  will  read  it  so  that  we  can  understand  where 
we  stand  at  the  moment. 

'Tt  is  hereby  stipulated  and  agreed  by  and  between 
the  parties  to  this  criminal  contempt  action: 

"(1)  That  all  of  the  facts  set  forth  in  the  Criminal 
Information  are  true,  except  that  it  is  not  admitted 
that  the  advertisements  referred  to  in  said  Informa- 
tion prescribe,  recommend  and  suggest  Colusa  Nat- 
ural Oil  in  the  treatment  of  poison  ivy,  poison  oak, 
bed  sores,  acne,  ringworm,  scaley  red  face,  burns, 
piles,  and  itch. 

^Pa^'c  niiinl'cr  appearing  at  top  of  page  of  original  Reporter's  Transcript. 
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"(2)  That  the  attached  newspaper  advertisement 
taken  from  page  8  of  the  June  12,  1947,  issue  of  The 
[3]  Ridgewood  Herald-News,  Ridgewood,  New  Jer- 
sey, and  identified  as  Exhibit  A,  is  typical  of  the 
advertisements  referred  to  in  said  Information. 

"(3)  That  the  label  on  the  bottle  of  Colusa  Nat- 
ural Oil  identifed  as  Exhibit  B  is  representative  of 
the  labels  referred  to  in  Counts  1-8  of  the  Informa- 
tion. 

"(4)  That  the  label  on  the  bottle  of  Colusa  Nat- 
ural Oil  identified  as  Exhibit  C  is  representative  of 
the  labels  referred  to  in  Count  9  of  the  Information. 

"Dated:  This  8th  day  of  December,  1947."  And 
then  the  signatures  follow. 

The  advertisement  referred  to  in  paragraph  (2)  of  the 
stipulation  is  the  one  which  I  hold  in  my  hand,  and  I 
ask  the  clerk  to  mark  this  as  Exhibit  A  and  offer  it  into 
evidence  pursuant  to  this  stipulation. 

The  Court:     Is  there  objection? 

Mr.  McGann:     No  objection. 

The  Court:  Very  well;  it  will  be  received  and  marked 
Government's  Exhibit  or  Plaintiff's  Exhibit  1,  Mr.  Clerk. 

The  Clerk:     So  marked,  your  Honor. 

The  Court:  Exhibit  1  upon  the  hearing  on  the  return 
to  the  order  to  show  cause.  That  is  an  advertisement  that 
appeared  where?  [4] 

Mr.  Klinger:  It  appeared  in  the  June  12,  1947,  issue 
of  The  Ridgewood  Herald-News,  of  Ridgewood,  New 
Jersey. 

The  Court:  Is  that  the  type  of  advertisement  referred 
to  in  Count  One? 
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Mr.  Klinger:  Yes,  your  Honor;  the  type  of  advertise- 
ment referred  to  in  all  of  the  counts  of  the  information 
wherever  an  advertisement  is  referred  to;  and  I  believe 
it  appears  in  the  first  eight  counts — all  nine  counts,  the 
same  advertisement  is  involved. 

I  now  hold  in  my  hand  a  bottle  bearing  the  label 
''Colusa  Natural  Oil,"  and  this  is  the  label  on  the  bottle 
referred  to  in  paragraph  (3)  of  the  stipulation  which  I 
have  just  read.  It  is  identified  in  the  stipulation  as  "Ex- 
hibit B,"  and  this  label  is  representative  of  labels  referred 
to  in  Counts  One  through  Eight  of  the  information. 

The  Court:     Is  that  the  label  quoted? 

Mr.  Klinger:     That  is  the  label  quoted. 

The  Court:     In  part,  at  least. 

Mr.  KHnger:  In  part  in  Count  One  on  page  2  of  the 
information.  And  at  this  time,  pursuant  to  the  stipulation, 
I  offer  this  label  affixed  to  this  bottle  in  evidence  as  the 
Government's  exhibit  next  in  order. 

The  Court:     Is  there  objection? 

Mr.  McGann:     No  objection. 

The  Court:  The  label  is  received  into  evidence  along 
[5]  with  the  bottle.   Do  you  offer  the  contents,  too? 

Mr.  Klinger :  The  contents  are  not  offered,  your 
Honor,  but  the  label. 

The  Court :     Only  the  label. 

Mr.  Klinger:     Only  the  label  is  in  issue. 

The  Court:  Very  well;  the  label  is  received  into  evi- 
dence and  will  be  marked  Plaintiff's  Exhibit  2  on  the 
return  to  the  order  to  show  cause. 

Mr.  Klinger:  And  I  now  hold  in  my  hand  another 
bottle  labeled  "Colusa  Natural  Oil"  which  is  referred  to 
in  paragraph  (4)  of  the  stipulation,  and  there  referred 
to  as  "Exhibit  C";  and  this  label  is  representative  of  the 
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labels  referred  to  only  in  Count  Nine  of  the  information. 
And,  pursuant  to  the  stipulation,  the  Government  offers 
this  label  into  evidence  as  the  Government's  exhibit  next 
in  order. 

The  Court:     Is  there  objection? 

Mr.  McGann:     No  objection. 

The  Court:  Very  well;  it  will  be  received  and  marked 
Plaintiff's  Exhibit  3  upon  the  return  to  the  order  to  show 
cause. 

Mr.  Klinger:  The  Government  has  no  additional  evi- 
dence to  offer  and  is  prepared  to — 

The  Court:     Did  you  file  the  stipulation? 

Mr.  Klinger:  The  stipulation  has  not  been  given  to 
the  [6]  clerk. 

The  Clerk.  Shall  the  stipulation  be  marked  as  an 
exhibit  ? 

The  Court:  Yes;  let  it  be  marked  as  Plaintiff's 
Exhibit  4. 

Does  the  defendant  deny  that  this  is  a  violation  of  the 
statute  ? 

Mr.  McGann:  To  this  extent,  your  Honor:  The  de- 
fendant, immediately  upon  the  service  on  him  of  the 
injunction,  changed  the  labels  so  that  they  would  ade- 
quately meet  the  requirements  of  the  injunctive  order. 
The  labels  were  changed,  the  word  "Acne"  being  deleted 
from  them,  and  the  advertisements  were  so  changed. 

Now,  there  is  one  of  these — 

The  Court:     Is  there  any  evidence  of  that  here? 

Mr.  McGann:     What  is  it? 

The  Court:     Is  there  any  evidence  of  that  here? 

Mr.  McGann:  Why,  yes;  the  label  itself  would  show 
that.  You  have  two  labels  there.  There  is  one  of  these 
labels.    I  believe,  was  a  shipment  that  was  in  interstate 
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commerce  or  interstate  traffic  at  the  time  that  this  order 
was  made  and  it  was  ordered  returned  for  re-labeling. 
It  was  shipped  on  the  2nd  of  October,  1946  and  it  was 
returned  here  under  date  of  June  the  18,  1947. 

I  believe  these  two  labels  will  differ  somewhat.  The  [7] 
one  that  is  to  be  used  in  Counts  One  to  Eight  is  the  one 
that  has  been  changed  to  conform  with  your  order. 

The  Court:  And  it  is  the  defendants'  contention  that 
the  label  that  is  referred  to  in  Count  Nine — 

Mr.  McGann:     In  Count  Nine. 

The  Court:  — which  is  here  attached  to  the  bottle, 
Plaintiff's  Exhibit  2— 

Mr.  Klinger :     Exhibit  3,  your  Honor,  that  would  be. 

The  Court:  — Exhibit  3,  that  label  does  not  refer  to 
any  disease,  does  it? 

Mr.  McGann:  And  that  was  the  one  that  was  in 
interstate  traffic  at  the  time  that  the  order  was  made. 

The  Court:  Which  is  the  label,  now,  that  you  say 
complies  ? 

Mr.  McGann:  The  label  is  the  one  now  that  shows 
it  was  to  treat  certain  diseases. 

The  Court:  Is  that  the  one  that  reads:  ''A  natural 
unrefined  petroleum  oil  intended  for  use  in  treatment  of 
Psoriasis,  Eczema,  Athlete's  Foot  and  Leg  Ulcers."? 

Mr.  McGann:     That  is  right. 

The  Court:  Does  the  Government  agree  that  this  now 
complies  ? 

Mr.  Klinger:  No.  Of  course,  your  Honor,  the  first 
eight  counts  are  based  on  that  label  and  say  that  that 
label  does  not  comply  with  the  order  because  the  adver- 
tising 1 S]  which  is  disseminated  in  connection  with  this 
product  bearing  that  label  recommends,  suggests,  and  pre- 
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scribes    that    product    for    those    other    nine    conditions 
referred  to  in  the  information. 

The  Court:  Let  me  get  the  labels  straight  now.  This 
bottle  here,  Exhibit  3,  and  the  label,  that  contains  no 
reference  to  any  disease  at  all ;  that  is  the  old  label  ? 

Mr.  Klinger:  That  is  the  old  label  and  it  is  only 
referred  to  in  Count  Nine  of  the  information. 

The  Court:  Then  I  was  mistaken.  That  is  the  one 
referred  to  in  Count  Nine  only? 

Mr.  Klinger:     Only,  yes,  sir;  that  is  correct. 

The  Court:     And  the  new  label  or  the  lengthier — 

Mr.  Klinger:     That  is  correct. 

The  Court :  — contains  more  printed  matter  and  refers 
to  the  diseases,  I  suppose,  namely,  Psoriasis,  Eczema, 
Athlete's  Foot  and  Leg  Ulcers,  Plaintiff's  Exhibit  2,  is 
the  new  label  that  is  referred  to  in  the  first  eight  counts, 
is  that  correct? 

Mr.  Klinger :     That  is  corrrect,  your  Honor. 

The  Court;  The  defendant  contends  that  the  new  label 
purges  the  defendant  of  any  contempt? 

Mr.  McGann:  Well,  I  can't  see  how  he  could  be  in 
contempt  when  he  is  doing  everything  possible  to  conform 
to  the  order.  [9] 

The  Court:  The  Government's  position,  I  take  it,  is 
that  this  advertising  material,  which  I  take  it  is  admittedly 
put  out  by  the  defendant — ? 

Mr.  McGann:  It  is  admitted  it  is  put  out  by  the 
defendant.  He  deleted  the  word  "Acne"  from  the  type  of 
advertisement.  The  old  type  of  advertising  read: 
"Psoriasis,  Athlete's  Foot,  Acne,  Eczema,  Leg  Ulcers." 
He  did  not  have  "Acne"  on  the  label  so  he  deleted  it  from 
the  advertising. 
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The  Court:  Well,  this  advertisement  says:  "SKIN 
SUFFERERS  read  how  simple  use  of  a  product  from  the 
earth  quickly  released  hundreds  from  misery  of  PSORI- 
ASIS—ATHLETES FOOT— and"  an  arrow  that  points 
down  to  the  remainder. 

Mr.  McGann:     "ECZEMA"  and  "LEG  ULCERS." 

The  Court:  Then  comes  "ECZEMA— LEG  UL- 
CERS" and  "SUMMARY  OF  CLINICAL  REPORTS 
ON  28  CASES"  which  includes  psoriasis,  eczema,  athletes 
foot,  poison  ivy  or  oak,  and  then  follows  "Thousands  of 
DOCTORS  Are  COLUSA  Customers  Excerpts  from  a 
few  of  their  reports."  Then  follows  reports  on  eczema, 
poison  ivy,  athletes  foot,  leg  ulcers,  eczema,  acne,  ring- 
worm. Then  "EXCERPTS  FROM  REPORTS  BY 
DRUGGISTS,"  and  finally,  "Thousands  of  USERS 
WRITE  LETTERS  of  PRAISE." 

Following  all  that  "WE  SELL  ONLY  TO  DRUG- 
GISTS AND  DOCTORS. 

"Try  Colusa  Natural  Oil  and  Capsules  on  liberal 
money-  [10]  back  guaranty.  They  may  do  the  wonders 
for  you  they  have  for  thousands  of  others." 

What  is  your  point  about  the  advertisements,  again? 

Mr.  McGann:     I  did  not  hear  your  Honor. 

The  Court:  Do  you  contend  that  the  advertisement 
does  not  recommend  these  Colusa  remedies  for  those 
diseases  ? 

Mr.  McGann:  Well,  I  would  say  that  he  was  merely 
publishing  these  testimonials  as  they  were  presented  to 
him.  I  do  not  believe  it  was  his  intent  to  prescribe  or 
suggest  their  use  for  those  purposes. 

The  Court;  Why  would  he  pay  the  money  to  publish 
them  ? 
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Is  it  the  Government's  contention  that  this  advertise- 
ment becomes  in  effect  a  part  of  the  label? 

Mr.  Klinger :  Not  necessarily  a  part  of  the  label,  your 
Honor,  no;  but  it  is  in  conflict  with  the  court's  order 
heretofore  entered,  which  is,  pursuant  to  the  statute,  that 
the  defendants  are  not  in  their  advertising,  after  those 
injunctions,  to  recommend,  suggest  or  prescribe  this 
product  for  any  conditions,  any  of  the  disease  conditions 
other  than  those  named  on  the  label. 

The  Court:  The  injunction  was  from  ''introducing 
or  delivering  for  introduction  into  interstate  commerce, 
in  any  form  or  manner,  the  product  known  as  Colusa  Nat- 
ural Oil,  or  any  like  product,  without  a  label  containing 
specific  [11]  directions  for  the  use  of  such  product  in  the 
treatment  of  all  conditions,  ills  and  diseases  for  which 
such  product  is  prescribed,  recommended,  and  suggested, 
in  the  advertising  material  disseminated  or  sponsored  by 
or  on  behalf  of  the  defendants  or  either  of  them;   *   *   *" 

There  is  no  question  but  this  advertisement  is  sponsored 
by  the  defendant? 

Mr.  McGann:  The  advertisement  is  sponsored  by  the 
defendant  and  paid  for  by  the  defendant. 

The  Court:  Is  it  still  being  used,  that  type  of  adver- 
tisement? There  is  no  showing  it  is  not  still  being  used. 
I  assume  it  is  and  the  label  is. 

I  find  that  the  alleged  contempt  has  not  been  sufficiently 
purged.     I  will  hold  the  defendant  for  trial. 

Do  the  defendants  wish  a  jury  trial? 

Mr.  McGann :  Just  a  moment.  I  shall  have  to  ask.  No ; 
a  court  trial  will  be  satisfactory. 

The  Court:  When  would  you  wish  to  have  the  mat- 
ter heard? 
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Mr.  Klinger:  Any  day  next  week,  your  Honor,  will 
be  satisfactory  with  the  Government. 

Mr.  McGann:  I  have  to  be  in  court  on  the  16th  on 
another  matter. 

The  Court:  Would  any  day  other  than  the  16th  be 
convenient  to  you,  Mr.  McGann?  [12] 

Mr.  McGann:  Any  day  other  than  the  16th;  that  is 
right. 

The  Court:     How  would  Friday  morning,  the  19th,  be? 

Mr.  McGann:     Satisfactory. 

Mr.  Klinger:  Satisfactory  with  the  Government,  your 
Honor. 

The  Court:     Is  Mr.  Chester  Walker  Colgrove  in  court? 

(The  defendant  Colgrove  comes  forward.) 

The  Court :     You  are  here,  are  you,  Mr.  Colgrove — 

Defendant  Colgrove:     Yes,  sir. 

The  Court:  — on  behalf  of  the  defendant,  the  Colusa 
Remedy  Company? 

Defendant  Colgrove:     I  am,  sir. 

The  Court:  A  Nevada  corporation;  and  on  behalf  of 
yourself,  of  course? 

Defendant  Colgrove:     Yes,  sir. 

The  Court:  You  have  heard  Mr.  McGann's  statement 
that  you  waive  a  jury  trial  in  this  matter? 

Defendant  Colgrove:     I  do. 

The  Court:  Is  Friday,  the  19th,  at  10:00  o'clock  satis- 
factory to  you? 

Defendant  Colgrove:  I  would  suggest,  your  Honor, 
that  you  try  it  right  now. 

The  Court:  I  have  several  other  matters  on  the 
calendar  this  afternoon,  Mr.  Colgrove,  and  I  would  like 
an  [13]  opportunity  to  study  this  evidence  that  has  been 
presented,   before  proceeding  here.    If  that   is   agreeable 
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with  you,  I  will  set  it  for  the  19th  of  December  at  10:00 
o'clock. 

Defendant  Colgrove:     Thank  you. 

The  Court:     Very  well. 

Mr.  Klinger:  Your  Honor,  is  it  the  understanding 
that  the  stipulation  that  has  heretofore  been  filed — I 
think  that  will  be  agreeable — will  continue  for  the  pur- 
poses of  the  trial  set  on  Friday;  that  it  will  remain  in 
effect  and  will  represent  the  stipulation  of  the  parties  at 
that  time  as  well  as  at  this  hearing? 

The  Court:  I  assume  that  what  has  been  offered  and 
received  here,  the  exhibits,  including  the  stipulation,  rep- 
resents the  return  to  this  order  to  show  cause  and  may  be 
deemed  in  evidence  upon  the  trial;  is  that  right? 

Mr.  McGann:     Yes,  your  Honor. 

Mr.  Klinger:  Your  Honor,  may  I  submit  a  very 
brief  memorandum  of  less  than  four  pages,  just  touching 
upon  some  of  the  high-lights  and  mentioning  some  of  the 
law  which  we  believe  applies  to  the  instant  case? 

The  Court:     You  may  serve  it  and  file  it. 

Mr.  KHnger:     Thank  you,  your  Honor. 

The  Court:  Very  well,  gentlemen.  The  evidence 
introduced  here  this  afternoon  will  be  part  of  the  evidence 
upon  the  trial  now  set  for  December  19th  at  10:00 
o'clock.   [14] 

Mr.  Klinger:     That  you,  your  Honor.    [15] 

Los  Angeles,  California,  Friday,  December  19,  1947 
10:00  A.  M. 

(Case  called  by  the  clerk  and  announced  ready  by 
respective  counsel.) 

The  Court:     Is  Mr.  Colgrove  in  court? 

Mr.  McGann:     He  is  in  court,  your  Honor. 

The  Court:     I  believe  it  was  stipulated  at  the  time  of 
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the  return  and  hearing  upon  the  order  to  show  cause  that 
the  matters  then  introduced  into  evidence  would  be  deemed 
a  part  of  the  record  upon  this  trial? 

Mr.  McGann :     That  is  right. 

Mr.  Klinger:  That  was  my  understanding,  your 
Honor,  including  the  stipulation,  of  course,  pursuant  to 
which  those  items  of  evidence  were  introduced. 

The  Court:  Oh,  yes.  You  may  proceed  for  the  Gov- 
ernment. 

Mr.  Klinger :  Your  Honor,  the  Government  rests  upon 
that  stipulation  and  the  evidence  which  was  introduced 
into  evidence  pursuant  to  that  stipulation.  The  Govern- 
ment has  no  further  evidence  to  offer. 

The  Court:     The  defendants? 

Mr.  McGann :  I  guess  I  will  have  to  put  the  defendant 
on  the  stand,  if  the  court  please. 

The  Court:     Very  well. 

Mr.  McGann:     Take  the  stand,  Mr.  Colgrove.  [2] 

CHESTER  WALKER  COLGROVE, 

a  defendant  herein,  being  first  sworn,  was  examined  and 
testified  as  follows: 

The  Clerk:     What  is  your  name,  please? 

The  Witness:     Chester  Walker  Colgrove. 

Direct  Examination 
By  Mr.  McGann: 

Q.  Mr.  Colgrove,  you  are  doing  business  as  the  Colusa 
Remedy  Company? 

A.     I  am  president  of  that  company;  yes,  sir. 

Q.     A  Nevada  corporation? 

A.     Yes,  sir. 

Q.  In  Count  Nine  of  the  information  here,  Mr,  Col- 
grove, it  is  alleged  that  you  caused  to  be  shipped  from 
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Philadelphia,  Pennsylvania,  consigned  to  Colusa  Remedy 
Company,  of  Los  Angeles,  California,  a  certain  quantity 
of  the  drug  "Colusa  Natural  Oil."  Will  you  state  to  the 
court  the  circumstances  of  that  shipment  and  how  and 
why  you  entered  into  that  to  have  that  shipped? 

A.  The  shipment  consisted  of  16  cartons  of  Colusa 
Natural  Oil  in  capsules.  The  shipment  was  introduced 
into  interstate  commerce  on  October  2nd,  1946,  about  40 
days  prior  to  the  filing  of  the  suit  brought  by  the  Govern- 
ment resulting  in  the  decree  of  injunction.  [3] 

The  shipment  was  made  on  October  2nd  by  delivery  to 
the  Railway  Express  Company,  shipped  by  Colusa  Remedy 
Company  to  C.  W.  Colgrove,  myself,  at  Philadelphia.  It 
was  made  in  anticipation  of  a  certain  advertising  program 
which  did  not  materialize.  The  shipment  remained  in  the 
possession  of  the  Railway  Express  Company  at  Philadel- 
phia until  in  June,  1946 — 1947,  at  which  time  I  ordered 
its  return  to  be  re-labeled,  and  within  that  same  week  I 
shipped  an  equivalent  or  an  approximately  equivalent  of 
merchandise,  both  shipments  amounting  to  nearly  $5,000 
net  value,  to  the  same  Philadelphia  customer  for  which 
the  original  shipment  to  myself  had  been  intended,  with 
the  new  labels  attached. 

So  that  that  shipment,  introduced  by  delivery  to  a 
common  carrier  on  October  2nd,  1946,  remained  in  the 
possession  of  that  same  common  carrier,  without  delivery 
in  the  meantime  to  anyone,  until  in  June,  1947,  when  it 
was  seized  under  a  libel  proceeding  and,  as  of  December 
5,  1947,  about  two  weeks  ago,  I  am  informed  it  is  still 
in  the  possession  of  that  same  common  carrier. 

I  ordered  it  returned  for  re-labeling  in  order  to  put 
the  labels  on  to  conform  with  the  decree  of  injunction. 
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The  Court:  That  re-shipment  you  made  to  the  Phila- 
delphia customers,  is  that  involved  in  any  of  these 
charges  ? 

The  Witness:     No,  sir.  [4] 

The  Court:     That  was  not  interfered  with? 

The  Witness:  No,  sir;  not  in  this  proceeding.  It  was 
subsequently.  Some  was  subsequently  seized  in  another 
proceeding,  another  libel  proceeding? 

The  Court:     In  this  court? 

The  Witness:     No. 

Q.  By  Mr.  McGann:  Mr.  Colgrove,  I  show  you  a 
letter  from  the  Railway  Express  Agency,  addressed  to 
"Colusa  Remedy  Co.",  and  ask  you  if  that  is  the  letter 
that  you  received  from  the  express  company? 

A.     It  is,  sir. 

Q.  And  that  is  in  reference  to  the  shipment  of  the 
goods  from  Philadelphia? 

A.     That  is  right,  sir. 

Mr.  McGann:  If  the  court  please,  I  will  offer  this  into 
evidence  at  this  time. 

Mr.  Klinger:     No  objection,  your  Honor. 

The  Court:     Very  well. 

Mr.  Klinger :     This  is  the  Defendants'  first  exhibit. 

The  Clerk:     Defendants'  A  in  evidence. 

Q.  By  Mr.  McGann :  Now,  in  reference  to  the  various 
other  counts  in  this  information  wherein  you  are  accused 
of  shipping  Colusa  Natural  Oil  to  these  various  organiza- 
tions like  the  Schlintz  Bros.  Drug,  Appleton,  Wisconsin; 
the  Crescent  Drug,  Walla  Walla,  Washington ;  William  H. 
McNeill,  [5]  Druggist,  Midland  Park,  New  Jersey;  Rands 
Drug,  Inc.,  Pittsburgh,  Pennsylvania;  the  Ballou-Latimer 
Drug,    Boise,    Idaho;    and    the    Thrifty   Drug    Store    in 
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Rochester,  Minnesota,  wherein  you  are  charged  with 
shipment  of  the  drug  with  a  certain  label,  and  also  having 
sponsored  certain  advertising  of  the  benefits  to  be  derived 
from  the  use  of  that  drug,  will  you  explain  to  the  court 
just  what  your  position  is  in  that  matter? 

A.  All  of  those  shipments  were  made  with  the  new 
label  on  as  shown  by  the  Government's  Exhibit  B  herein 
subsequent  to  the  injunction  decree.  The  advertisement 
introduced  herein  as  Exhibit  A  for  the  Government — 

The  Court:  I  think  you  are  referring  to  Exhibits  1 
and  2. 

The  Witness:     Oh,  I  beg  your  pardon,  1  and  2. 

The  Court:     You  are  referring  to  the — 

The  Witness:  The  Colusa  Natural  Oil  and  the  adver- 
tisement. 

The  Court :     The  new  label. 

The  Witness:     The  new  label. 

The  Court :  Is  Exhibit  2 ;  and  you  refer  to  The  Ridge- 
wood  Herald-News,  which  is  Government's  Exhibit  1. 

The  Witness:     That  is  right;  Exhibit  1. 

The  Court :     You  may  proceed. 

A.  The  advertisement,  except  for  the  lack  of  one  [6] 
word  "Acne"  was  prepared  by  me  in  March  of  1944.  So 
it  had  been  a  successful  producer.  But  before  using  it  in 
1947,  subsequent  to  the  injunction,  I  studied  the  advertise- 
ment carefully  in  the  light  of  the  injunction  and  reached 
the  conclusion  that,  in  view  of  the  fact  the  label  did  not 
contain  the  word  **Acne"  that  I  must  eliminate  "Acne" 
from  the  advertised  diseases  in  the  advertisement.  And 
I  had  at  that  time  about  60  mats  on  hand  that  contained 
the  word  "Acne";  so  in  sending  them  out  to  the  news- 
papers, I  wrote  a  letter  to  each  newspaper  stating  to  them 
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that  in  view  of  the  fact  that  the  word  ''Acne"  was  left  off 
of  our  label,  kindly  delete  the  word  "Acne"  from  the  re- 
verse heading  in  the  advertisement  with  the  large  type. 

Q.  By  Mr.  McGann:  I  will  show  you  what  purports 
to  be  a  letter  on  the  Colusa  Remedy  Company's  stationery 
and  ask  you  if  that  is  a  copy  of  the  letter  that  you  sent  out 
to  the  newspapers? 

A.  That  is  a  copy  of  the  letter  and  attached  to  it  is  a 
list  of  the  newspapers  to  which  it  was  sent. 

Q.  I  will  show  you  a  copy  of  an  advertisement  from 
the  Winfield  Daily  Courier  of  Wednesday,  April  16, 
1947,  showing  the  advertising  with  the — 

A.     Word  "Acne"  blotted  out. 

Q.  Is  that  where  "Acne"  was,  where  that  blank  space 
shows  next  to  "athletes  foot"?  [7] 

A.     Yes,  sir. 

Mr.  McGann:  At  this  time,  if  the  court  please,  I  will 
offer  the  letter  and  the  list  of  the  newspapers  and  hand 
up  a  copy  of  the  newspaper,  as  the  Defendants'  Exhibit  2. 

The  Court:     Do  you  desire  it  as  one  exhibit? 

Mr,  McGann :     I  did  not  hear  your  Honor, 

The  Court:  Do  you  desire  them  both  marked  as  one 
exhibit  ? 

Mr.  McGann:     One  exhibit. 

The  Court:  Very  well;  it  will  be  Defendants'  Ex- 
hibit— 

Mr.  Klinger :  Your  Honor,  just  to  avoid  confusion,  I 
raise  the  point  with  respect  to  the  newspaper  advertise- 
ment that  we  have  already  stipulated,  as  your  Honor 
knows,  that  the  advertisement  heretofore  introduced  by 
the  Government  is  typical  of  all.  This  one  is  slightly 
different.    I  have  no  basic  objection  to  it,  since  it  merely 
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shows  the  deletion  of  the  word  ''Acne,"  but  I  think,  for 
the  sake  of  the  record,  it  should  be  clear  that  we  have 
already  agreed  that  the  advertisement  already  in  evidence 
is  the  type  of  advertisement  which  is  referred  to  in  the 
first  eight  counts  of  the  information. 

The  Court:  Exhibit  1  is  this  same  copy,  I  take  it, 
except  the  plate  has  been  corrected? 

Mr.  McGann :  It  is  different  in  form,  is  all.  The  word 
**Acne"  shows  to  be  deleted  and  it  does  not  show  at  all  [8] 
in  the  Exhibit  1. 

The  Court:  The  Exhibit  1,  I  suppose,  is  the  new 
plate  ? 

The  Witness :     That  is  right. 

Mr.  McGann:     The  new  plate. 

The  Court:  The  exhibit  you  now  offer  is  the  old 
plate  with  the  white  spot  indicating  the  place  where  the 
word  "Acne"  once  appeared? 

The  Witness :     That  is  right,  sir. 

Mr.  McGann:     That  is  right,  your  Honor. 

The  Court:  I  think  the  record  will  be  sufficiently  clear 
on  that. 

Mr.  Klinger:     Yes,  your  Honor. 

The  Court:  The  letter  and  advertisement  will  be 
received  into  evidence  and  marked  Exhibit  B. 

The  Clerk:     B  in  evidence. 

A.  With  further  reference  to  your  original  question, 
in  my  analysis  of  the  injunction  decree  I  interpreted  the 
language  "prescribed,  recommended,  and  suggested,"  to 
mean  "prescribed,  recommended,  and  suggested,"  all 
three,  and  not  "prescribed,  recommended,  or  suggested," 
any  one  of  them.  And  in  my  study  I  went  to  the  office 
dictionary  and  got  the  definition  of  "prescribe,"  which  is 


62  Chester  Walker  Colgrove,  et  al. 

(Testimony  of  Chester  Walker  Colgrove) 

"directions  to  use;  with  instructions  as  to  use;"  and 
subsequent  to  the  filing  of  this  action,  I  found  the  law 
library  [9]  dictionary  to  have  the  same  definition. 

I  did  not  "prescribe"  on  the  label  for  any  of  the  fine- 
print  diseases  in  the  advertisement.  I  had  no  intention 
of  advertising  any  of  the  diseases  in  the  advertisement 
except  those  that  were  high-lighted  in  big  type;  and  that 
arrow  pointing  to  those  pictures  was  the  intention  of  the 
arrow,  and  not  pointing  to  the  entire  balance  of  the  adver- 
tisement. 

Q.  By  Mr.  McGann:  Excepting  for  the  ailment  re- 
ferring to  Piles,  of  the  various  additional  diseases  that  are 
listed  by  the  information  here  as  appearing  in  the  adver- 
tisement was  it  your  assumption  that  the  high-lighted 
diseases  mentioned  above  included  such  ailments  as  scaly 
face,  ringworm,  itch,  etc.? 

A.  Well,  itch  is  a  very  common  condition  incident  to 
eczema,  athlete's  foot,  leg  ulcers  or  psoriasis,  and  bed 
sores  or  open  sores,  sometimes,  and  they  are  prescribed 
for  on  the  new  label. 

Poison  oak  and  poison  ivy  are  commonly  known  as 
eczema  forms — there  are  many  eczemas — ^and  just  a 
month  ago  I  heard  them  again  so  described  by  a  Govern- 
ment expert  witness.  Poison  ivy  and  poison  oak  are 
among  the  eczemas. 

Ringworm  is  commonly  treated  as  an  athlete's  foot  of 
the  fungi  type. 

"Burns"  is  very  indefinite.  I  have  never  advertised 
[10]  "burns";  never  advertised  scaly  red  face.  I  have 
never  seen  an  advertisement  for  scaly  red  face,  but  it  is 
a  condition  that  is  very  common  to  eczema  of  the  face, 
psoriasis  of  the  face. 
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As  to  "piles"  we  do  not  advertise  for  piles,  and  piles 
is  referred  to  in  these  charges  in  connection  with  the  oint- 
ment capsules  which  are  not  involved  in  these  charges. 

But  I  am  frank  to  admit  that  at  the  time  that  I  was 
analyzing  the  advertisement  in  the  light  of  the  injunc- 
tion, I  relied  upon  the  common  sense  conclusion  that  I 
was  only  advertising  those  diseases  that  are  in  the 
large  type;  and  my  literal  interpretation  of  "prescribed, 
recommended,  and  suggested,"  the  label  not  carrying  any 
specific  references  to  those  diseases  and  no  specific  refer- 
ences as  to  the  instructions  as  to  the  use  for  those  particu- 
lar conditions  under  those  names.  But  certainly  I  acted  in 
the  best  of  faith  as  far  as  trying  to  conform  that  adver- 
tising with  the  injunction  decree  and  in  every  act  in  the 
conduct  of  the  business,  even  to  the  extent  of  suspending 
all  intra-state  shipments  as  well  as  all  interstate  shipments 
following  the  decree  until  new  labels  were  printed  to  con- 
form with  the  decree,  ordering  back  merchandise  that 
could  have  been  sold  in  the  states  from  which  it  was 
returned  without  violation  of  the  injunction,  but  at  a  cost 
[11]  of  several  hundred  dollars.  In  order  to  comply,  in 
good  faith,  I  wanted  it  returned  and  re-labeled;  and  that 
is  about  all  there  is  to  it. 

Q.  There  was  no  intent  on  your  part  at  any  time  to 
violate  this  injunction? 

A.     Positively  not. 

Q.  You  did  everything  you  felt  that  was  in  your 
power  towards  conforming  with  it? 

A.     I  did. 

Mr.  McGann:     You  may  take  the  witness. 
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(Testimony  of  Chester  Walker  Colgrove) 

Cross-Examination 
By  Mr.  Klinger : 

Q.  Mr.  Colgrove,  after  the  injunction  the  only  change 
you  made  in  the  advertising  was  to  delete  the  word 
"Acne,"  is  that  right? 

A.     In  that  advertisement;  yes,  sir. 

Q.  And  you  felt  after  that  proceeding  before  this 
court  that  by  deleting  the  word  "Acne"  from  your  adver- 
tising you  were  complying,  in  good  faith,  with  the  injunc- 
tion of  this  court? 

A.  I  did;  because  I  felt  that  before  deleting  the  word 
I  was  advertising  for  the  five  diseases  named  in  the  head- 
ing advertisement  in  the  large  type,  and  that  as  long  as 
"Acne"  was  not  in  the  new  label,  I  was  obliged  to  delete 
it  and  did  so.  [12] 

Q.  But  it  is  a  fact,  although  deleting  "Acne"  from  the 
large  print,  it  does  appear  in  the  testimonial  part  of  the 
advertisement,  is  that  right? 

A.  That  is  true,  but  it  is  not  as  advertised.  Those 
things  are  psychologically  cumulative  and  supportive. 
They  were  not  definitely  advertised. 

Q.  Is  it  your  position  that  the  large  type  at  the  top  of 
the  advertisement  constitutes  "prescribing,  recommending, 
and  suggesting"  but  that  the  material  which  appears  in 
the  rest  of  the  advertisement  does  not  constitute  "pre- 
scribing and  suggesting"? 

A.  I  did  not  prescribe  for  any  of  the  material  in  the 
rest  of  the  advertisement.  That  is  one  of  your  allega- 
tions. 

Q.  You  say  you  were  not  "prescribing."  Were  you 
"recommending  and  suggesting"  only?    Is  that  the  point? 
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A.  I  was  not  "prescribing,  recommending  and  sug- 
gesting." I  was  conforming  with  the  decree,  in  my  opin- 
ion, according  to  my  literal  interpretation  of  it. 

Q.     You  are  an  attorney  and  a  member  of  the  bar? 

A.  I  was  graduated  from  the  University  of  Minnesota 
law  school  in  1910.  I  have  never  practiced  law,  and  about 
the  first  time  that  I  ever  visited  a  law  library  was  last 
week,  when  I  went  down  to  confirm  the  law  library 
dictionary  definition  of  "prescribe."  [13] 

Q.  Turning  briefly  to  Count  Nine,  is  it  your  testi- 
mony, then,  that  that  particular  shipment  reached  Phila- 
delphia that  was  introduced  in  interstate  commerce  on 
October  2nd,  1946,  consigned  to  you  at  Philadelphia? 

A.     That  is  right,  sir. 

Q.     And  it  reached  that  destination? 

A.     That  is  right,  sir. 

Q.     And  the  place  to  which  it  was  consigned? 

A.     That  is  right,  sir. 

Q.  And  it  remained  in  Philadelphia  at  the  point  of 
consignment  until  June  of  1947,  is  that  right? 

A.  In  the  possession  of  the  same  common  carrier 
which  received  it  when  it  was  introduced  into  interstate 
commerce. 

Q.  Do  you  know  whether  or  not  it  was  in  the  will- 
call  or  not? 

A.     I  do  not  know  how  they  handle  those  things. 

Q.  But  the  destination  which  it  reached  was  the  des- 
tination to  which  it  was  addressed? 

A.  That  is  true.  It  is  a  very  common  practice  to 
re -consign  shipments. 

Mr.  Klinger:  I  do  not  think  there  is  any  further 
cross  examination  of  the  witness,  your  Honor. 
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Mr.  McGann:     No  further  examination. 

The  Court:     You  may  step  down,  Mr.  Colgrove. 

Mr.  Colgrove:     Defendant  rests.  [14] 

Mr.  Klinger:  No  further  evidence  on  the  Govern- 
ment's part. 

The  Court :     Argument,  gentlemen  ? 

Mr.  Klinger:  I  do  not  feel  that  any  argument  is 
hardly  necessary,  and  I  would  like  to  make  this  brief 
summary  statement,  without  going  into  detail.  I  know 
that  your  Honor  is  familiar  with  it  and  has  had  an 
opportunity  to  study  the  file  and  has  heard  the  matter 
without  a  jury. 

It  does  appear  to  the  Government  that  it  was  a  plain 
and  deliberate  violation  of  the  injunction.  According 
to  Mr.  Colgrove's  own  testimony,  this  was  an  advertise- 
ment prepared  in  March  of  1944  and  had  been  a  lucrative 
producer. 

The  court,  this  very  court,  after  rather  an  extensive 
trial,  handed  down  a  preliminary  decree  and  subsequently 
a  permanent  decree  prohibiting  the  defendants  here,  both 
the  corporation  and  Mr.  Colgrove,  from  introducing  into 
interstate  commerce  in  any  form  or  manner  the  product 
known  as  Colusa  Natural  Oil,  or  any  like  product,  with- 
out a  label  containing  specific  directions  for  the  use  of 
such  product  in  the  treatment  of  all  conditions,  ills  and 
diseases  for  which  such  product  is  prescribed,  recom- 
mended and  suggested,  in  the  advertising  material  dis- 
seminated or  sponsored  by  or  on  behalf  of  the  defendants 
or  either  of  them. 

I  believe  the  preliminary  injunction  contained  the  [15] 
words  "specific  directions,"  and  I  think  the  permanent 
injunction  contained  the  words  "adequate  directions." 
With  that  one  minor  distinction,  the  decrees  are  the  same. 
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Mr.  Colgrove  would  have  the  court  beheve  that  in 
compHance  with  that  injunction  was  to  delete  the  word 
''Acne"  from  the  advertising  and,  I  might  say,  only  from 
the  big  print  in  the  advertising. 

Of  course,  as  the  evidence  shows,  it  has  not  been  deleted 
— even  that  word  or  disease  condition  has  not  been  deleted 
entirely. 

The  scope  and  magnitude  of  the  advertising  campaign 
which  was  conducted  subsequent  to  the  injunction — both 
injunctions — is  indicated  somewhat  by  the  charges  in  the 
information,  which  are  merely  allegations  of  the  shipments 
which  were  made.  But  is  emphasized  by  the  defendants' 
exhibit  listing  the  newspapers  in  which  this  advertisement 
appears;  and  your  Honor  will  see  that  that  goes  from 
coast  to  coast  and  from  border  to  border. 

The  Court:     What  do  you  say  as  to  Count  Nine? 

Mr.  Klinger:  As  to  Count  Nine:  It  is  not  the  impor- 
tant count  in  this  information  from  the  Government's 
point  of  view.  The  gravamen  of  the  offense  is  actually  in 
the  first  eight  counts.  The  Count  Nine  represents  a  viola- 
tion in  that  it  is  a  shipment  in  interstate  commerce  of 
this  drug  improperly  labeled.  [16] 

The  contention  apparently  is  or  the  suggestion  is  that 
the  drug  actually  never  left  interstate  commerce;  that  it 
was  constantly  in  the  stream  of  interstate  commerce  and 
never  got  out  of  it,  and  was  ordered  returned.  However, 
we  feel  that  as  to  that,  at  least  certainly  the  cartons  or  the 
16  cartons,  under  the  cases,  certainly  came  to  rest  in 
Philadelphia,  where  it  remained  for  more  than  seven  or 
eight  months;  that  it  reached  its  destination  at  the  point 
to  which  it  had  been  consigned. 

We  place  no  particular  stress;  we  say,  in  all  candor  to 
the  court,  that  we  are  not  particularly  interested  in  Count 
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Nine.  We  do  feel  that  there  is  some  mitigation  with 
respect  to  Count  Nine.  We  have  no  evidence  to  the  con- 
trary— to  the  contrary  of  Mr.  Colgrove's  testimony  that 
his  intention  in  calhng  the  drug  back  was  to  have  it  re- 
labeled with  the  new  label.  But  we  feel  that  at  least  from 
a  purely  legal  point  of  view  there  is  a  violation  of  the 
injunction.  That  is  in  substance  our  position  on  that 
count. 

It  is  the  first  eight  counts  with  which  we  are  concerned 
and  which  we  do  feel  represent  a  plain  violation  of  both 
injunctions. 

The  Court :  The  injunction,  that  is,  the  portion  quoted 
in  the  information  in  Count  One,  is  the  preliminary 
injunction.   [17] 

Mr.  Klinger:     Yes. 

The  Court:  It  restrains  the  introduction  of  the  Oil 
into  interstate  commerce  without  a  label  containing  direc- 
tions for  treatment  of  the  ills  for  which  such  product  is 
"prescribed,  recommended,  and  suggested,  in  the  adver- 
tising material  disseminated." 

You  have  heard  the  defendant  say  that  he  interpreted 
the  conjunction  "and"  to  have  the  effect  of  making  the 
verbs  "suggested,  prescribed,"  also  "recommended,"  or 
that  that  use  of  the  conjunction  "and"  meant  to  him  that 
the  product  would  have  to  be  prescribed  in  his  adver- 
tising and  recommended  and  suggested  in  order  to  violate 
the  injunction;  and  it  was  merely  suggested,  but  not  pre- 
scribed and  recommended  or,  I  take  it,  if  it  was  pre- 
scribed, "prescribed"  probably  includes  both  recommended 
and  suggested.  But  at  least,  as  I  gather  from  his  testi- 
mony, he  believes  that  mere  suggestion  is  not  a  violation, 
but  it  would  have  to  be  more. 
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Mr.  Klinger:  Well,  your  Honor,  we,  of  course,  differ 
fundamentally  from  that  point  of  view.  From  the  Gov- 
ernment's point  of  view  and  any  common  sense  interpre- 
tation of  this  injunction,  we  are  fully  aware  that  injunc- 
tions are  not  to  be  expanded  and  to  be  given  an  interpre- 
tation going  beyond  their  terms;  but,  at  the  same  time,  it 
is  equally  well  established  that  they  are  not,  by  interpre- 
tation, to  be  reduced  to  some  absurdity  and  in  effect  to  a 
nullity,  either.  [18]  To  say  what  the  defendant  says,  in 
substance,  is  that  he  could  put  on  the  advertising  every- 
thing which  he  had  before  and  everything  which  he  has 
now,  and  then  have  a  legend  on  it  which  says  "we  recom- 
mend and  suggest  this  product  for  all  of  these  disease 
conditions,  though  we  do  not  prescribe  it;"  or  he  could 
say,  ''We  prescribe  and  recommend  this  product  for  all 
disease  conditions  listed  herein,  but  we  do  not  suggest  it," 
and  that  he  is  then  complying  with  the  injunction. 

To  the  Government  that  would  make  the  injunction 
meaningless.  To  give  it  a  common  sense,  ordinary  inter- 
pretation, giving  the  words  the  meaning  which  they 
ordinarily  connote,  it  appears  to  us,  in  substance,  that 
what  this  advertising  says  is  something  like  the  follow- 
ing: "If  you  suffer  from  any  of  the  diseases  mentioned  in 
this  advertisement,  we  urge  you  to  try  Colusa  Natural  Oil. 
It  has  helped  thousands,  as  indicated  by  this  mere  sample 
of  excerpts  from  clinical  staffs  and  reports  from  doctors, 
druggists,  and  satisfied  users.  We  are  so  sure  Colusa 
Natural  Oil  will  help  you,  too,  if  you  suffer  from  any  of 
these  diseases,  that  we  are  prepared  to  give  you  your 
money  back  if  it  does  not." 

The  ordinary  meaning  of  the  words  "prescribe,  recom- 
mend, and  suggest"  are  fully  carried  out  by  the  language 
in  the  format  of  the  advertisement  in  evidence.    And  the 
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Circuit  [19]  Court  of  Appeals  for  this  Circuit,  in  the  case 
of  United  States  v.  Fulton  Co.,  33  F.  R.  (2d),  page  506, 
says,  in  a  related  connection — I  think  it  is  fully  pertinent 
here — that  "Couched  in  such  language  undoubtedly  the 
printed  matter  makes  a  more  persuasive  appeal  to  the 
credulity  of  sufferers  from  these  diseases  than  if  the 
representations  thus  implied  were  made  directly  upon  the 
authority  alone  of  the  proprietors,  and  for  that  reason 
they  are  not  less,  but  more,  obnoxious  to  the  law." 

And  this  is  simply  a  studied  and  deliberate  attempt  to 
circumvent  and  evade  what  to  us  appears  to  be  a  very 
plain  and  direct  injunction  of  this  court. 

Mr.  McGann :  If  the  court  please,  Mr.  Colgrove  would 
not  have  this  court  believe  that  he  deleted  the  word 
"Acne"  from  the  advertising  for  the  reasons  stated  by  the 
United  States  Attorney;  but  it  was  because  of  the  fact 
that  he  had  not  put  the  word  "Acne"  on  the  label  as  one 
of  the  high-light  ailments  that  the  oil  was  to  be  used  for. 

Now,  as  to  the  various  diseases  listed  in  the  advertising 
as  where  it  was  used,  physicians  and  druggists,  where 
they  stated  that  they  had  used  it  for  certain  conditions 
such  as  poison  ivy  and  poison  oak,  which  you  will  note 
that  the  United  States  Attorney  has  listed  separately, 
when  it  is  common  knowledge  that  poison  ivy  and  poison 
oak  are  the  same  ailment — you  get  it  from  the  [20]  same 
source  if  you  get  it  at  all — I  believe  they  call  it  poison 
sumac,  and  it  brings  about  a  condition  that  is  popularly 
known  as  eczema.  We  know  that  ringworm  and  athlete's 
foot  are  listed  in  the  same  category.  We  know  that  from 
eczema  you  can  derive  a  very  undesirable  itch;  and  eczema 
may  come  from  a  burn,  from  sunburn,  any  chronic  condi- 
tion, or  it  may  be  more  of  an  acute  condition  of  eczema 
that  comes  from  these  various  elements. 
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The  average  physician  will  not  attempt  to  tell  you  what 
causes  eczema  because  he  knows  of  so  many  causes. 

Now,  in  listing  these  various  open  sores — and  a  bed  sore 
may  be  an  open  sore — and  all  of  those  ailments  that  they 
have  down  there,  excepting  the  word  "piles,"  and  that 
does  not  state  that  they  use  the  oil  but  they  use  an  oint- 
ment and  the  capsules,  and  the  ointment  or  capsules, 
neither  one,  are  at  this  time  before  the  court  in  this 
contempt  proceeding. 

We  have  the  exhibits  here,  with  the  bottle  of  oil  with 
the  label,  and  it  was  prior  to  the  injunction  and  the  label 
after  it  was  changed. 

Now,  Mr.  Colgrove,  from  his  testimony  before  this 
court,  shows  that  he  did  everything  that  he  possibly  could. 
His  intent  was  to  conform  with  this  injunction.  He  went 
to  a  great  deal  of  expense  and  he  very  carefully  deleted 
the  word  ''Acne"  from  that  ad,  to  show  how  careful  he 
was  [21]  in  arriving  at  that. 

The  Court:  Mr.  McGann,  if  he  wanted  to  recommend 
it  or  suggest  it,  or  if  he  wanted  to  suggest  it  for  any  of 
these  additional  matters  such  as  poison  ivy,  bed  sores,  itch, 
ringworm,  etc.,  could  he  not  have  merely  added  those 
to  the  ailments  on  the  label? 

Mr.  McGann :  Well,  now,  no  doubt  he  could  add  many 
things  to  the  label,  if  the  court  please,  but  it  is  very  rarely 
that  you  see  where  they  go  after  the  disease  itself,  regard- 
less of  what  name  it  comes  under.  A  man  could  advertise 
a  cold,  actually,  and  it  will  be  recommended  in  the  adver- 
tising for  influenza. 

The  Court:  But  the  purpose  of  the  statute  is  to  have 
the  label  be  as  specific  as  the  inducement.  In  other  words, 
if  a  man  is  going  to  recommend  a  drug,  isn't  the  purpose 
of  the  statute  that  his  label  on  the  product  will,  shall  I 
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say,  commit  him  as  much  as  the  circular  or  the  advertising 
or  other  inducement  that  he  uses  for  the  purchase?  Isn't 
that  the  purpose  of  the  statute? 

And  if  Mr.  Colgrove  wants  to  recommend,  as  these 
letters  unquestionably  do,  and  probably  more  studiedly 
and  more  forcefully  than  a  direct  recommendation  by  him, 
this  product  for  athlete's  foot,  why  didn't  he  put  it  actu- 
ally on  the  label? 

Mr.  McGann:  He  did  put  it  on  the  new  label,  ''ath- 
lete's foot."  [22] 

The  Court :     Yes.   I  am  sorry.   He  did. 

Mr.  McGann:  And  he  deleted  the  word  "Acne"  that 
was  more  of  an  oversight  than  anything  else.  "Acne"  was 
not  put  on  the  label  because  it  was  his  intention  to  put 
"Acne"  on  the  label. 

The  Court:     Take  ringworm  or  bed  sores. 

Mr.  McGann:  Ringworm  and  athlete's  foot  is  the 
same  thing. 

The  Court:     Well,  I  do  not  know.    Are  they? 

Mr.  McGann:  They  are;  they  are  considered  as  such. 
Athlete's  foot  is  a  form  of  ringworm. 

The  Court:     Well,  what  are  bed  sores? 

Mr.  McGann:     Bed  sores  could  be  open  sores. 

The  Court:  Is  there  anything  on  the  label  that  says 
anything  about  bed  sores? 

Mr.  McGann:  It  just  tells  there  how  to  treat  them, 
the  sores,  the  directions. 

The  Court :  The  open  sores  refer  to  open  sores  in  con- 
nection with  psoriasis,  eczema,  athlete's  foot,  and  leg  ulcer. 

Mr.  McGann:  Well,  I  say  it  is  an  open  sore,  and  the 
directions  there  are  to  treat  open  sores. 

The  Court:  What  is  poison  ivy?  Is  that  covered  on 
the  label? 
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Mr.  McGann:  Poison  ivy  and  poison  oak  are  the 
same  thing,  and  they  result  in  what  we  call  an  eczema. 
They  [23]  are  both  classified  as  under  the  heading  of 
toxicodendron  radicans.  Poison  sumac  is  practically  the 
same  thing,  and  suppurating  skin  diseases  later  treated 
as  eczema. 

The  Court:  Referred  to  by  all  the  different  names 
in  the  advertising  material  but  not  on  the  label. 

Mr.  McGann:  It  would  be  almost  impossible,  if  the 
court  please,  for  one  to  put  on  a  label  the  many  different 
names  that  might  be  given  these  various  ailments. 

The  Court:  Would  it  be  impossible  to  put  on  the  label 
all  the  different  ailments  that  are  mentioned  in  this 
advertising  material  in  these  testimonial  letters? 

Mr.  McGann:  It  would  take  quite  a  label  for  that 
bottle  to  do  it,  that  sized  bottle. 

The  Court:  All  the  back  side  could  be  used,  could  it 
not? 

This  is  a  field  wherein,  as  I  understand  it,  medical  opin- 
ion lacks  a  great  deal  of  certainty.  It  is  easy  enough  to 
call  all  skin  eruptions  a  form  of  eczema,  I  suppose;  but  I 
doubt  that  any  competent  medical  man  would  call  them  all 
a  form  of  eczema,  don't  you? 

Mr.  McGann:  Well,  they  do  not  usually  indulge  in 
common  terms.  The  average  dermatologist,  he  will  go 
into  and  give  a  lot  of  compound  words  that  are  made 
from  the  different  types  of  skin,  etc.,  and  before  we  get 
through  we  do  not  know  what  he  is  talking  about,  at  any 
rate.  But  these  are  common  terms  that  are  used  for  pro- 
prietory drugs.  [24] 

The  Court:  In  this  advertisement  there  is  no  sugges- 
tion that  ringworm  and  athlete's  foot  are  the  same  thing, 
or  that  poison  oak  and  poison  ivy  are  a  form  of  eczema, 
is  there? 
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Mr.  McGann :  Well,  there  is  no  definition  there  of  it, 
no;  but  I  am  getting  at  the  meat  of  the  proposition,  if 
the  court  pleace,  that  they  could  be  included  with  those 
high-lighted  terms  that  are  used  there:  Eczema,  psoriasis, 
athlete's  foot,  and  leg  ulcers. 

The  Court:  The  entire  complaint  here  is  that  they 
were  not  included. 

Mr.  McGann:  Well,  they  could  be  included,  because 
they  are  merely  common  terms  that  are  used  by  these 
people  that  said  that  they  used  it  for  those  purposes. 

Mr.  Colgrove  had  no  intent  of  violating  this  injunction 
at  any  time.  He  took  the  advertisement  as  it  originally 
was  and  he  tried  to  fit  the  label  to  that,  not  with  the 
intent  of  violating  the  injunction,  but  with  intent  to  comply 
with  it.  He  tried  to  comply  with  the  injunction  in  every 
respect,  even  going  to  the  expense  of  sending  back  to 
Philadelphia  and  having  that  shipment  returned,  yet  the 
shipment  was  picked  up  and  taken  away  from  him,  libeled, 
when  he  was  trying  to  live  up  to  this  injunction.  And,  to 
violate  an  injunction  of  this  type  it  requires  a  criminal 
intent.  That  is  one  of  the  [25]  elements  of  the  violation 
of  an  injunction.    There  must  be  criminal  intent. 

The  Court:  He  has  to  intend  to  do  what  he  did, 
doesn't  he? 

Mr.  McGann:     What  is  it? 

The  Court:     The  intent — 

Mr.  McGann:     Is  not  to  violate  the  injunction. 

The  Court:     — is  the  intention  to  do  what  he  did. 

Mr.  McGann:  To  conform  with  it.  His  intention  was 
to  conform  with  the  injunction,  in  good  faith.  He  tried 
to  do  everything  he  possibly  could.  As  he  stated,  he  even 
withdrew  shipments  that  he  could  have  made  here  in  the 
State  of  California,  and  he  could  have  made  them  with- 
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out  violating  the  injunction,  because  they  were  intrastate. 
He  did  not  have  to  introduce  them  into  interstate.  And  he 
brought  back  all  of  the  shipments  that  he  had  made  that 
were  available,  for  the  purpose  of  re-labeling  to  conform 
with  the  order  of  this  court. 

I  might  state,  quoting  from  Dangel  on  Contempt,  it 
says: 

"Criminal  contempt  must  be  supported  by  evidence 
sufficient  to  convince  the  mind  of  the  truth  of  the 
facts  beyond  a  reasonable  doubt  of  the  actual  guilt 
of  the  accused.  Every  element  of  the  offense,  includ- 
ing the  criminal  intent,  must  be  proved  by  [26]  evi- 
dence or  circumstances  warranting  an  inference  of 
the  necessary  facts." 

That  is  from  page  76,  paragraph  165,  of  Dangel  on 
Contempt. 

At  page  75,  paragraph  171: 

'To  constitute  criminal  contempt  acts  of  dis- 
obedience must  be  characterized  by  deliberate  inten- 
tion to  defy  the  authority  of  the  court.  The  act  must 
be  done  willfully  and  with  the  intention  to  show  dis- 
respect for  and  defiance  of  the  court.  Intent  is  an 
essential  element  of  the  criminal  contempt." 

That  also  quotes  two  cases  from  the  State  of  Indiana 
supporting  that  paragraph.  On  page  127,  at  paragraph 
243,  it  says: 

"Although  the  command  of  an  injunction  must  be 
explicitly  obeyed,  and  yet  it  is  in  the  spirit  and  not 
the  letter  of  the  command  to  which  obedience  is 
required,  but  it  must  be  obeyed  in  good  faith  accord- 
ing to  its  spirit." 
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Mr.  Colgrove  has  done  everything  he  possibly  could 
to  conform  with  this  injunction;  and  if  there  was  any- 
thing done  that  did  not  conform  with  the  intent  of  the 
injunction,  it  was  not  done  intentionally,  not  done  for 
the  purpose  of  showing  disrespect  of  the  order.  [27] 

He  went  ahead  and  immediately  made  the  change  of 
the  labels,  withdrew  all  of  the  material  that  he  could  from 
the  market  to  re-label,  and  in  his  effort  to  bring  back  a 
consignment  that  was  made  to  the  City  of  Philadelphia  it 
was  picked  up  on  the  way  and  libeled  by  the  United  States 
Court,  yet  he  was  trying  to  conform  with  this  order  in 
good  faith. 

Mr.  Klinger:  Your  Honor,  I  merely  wanted  to  point 
out  that  in  the  advertisement  itself,  you  will  note  that  the 
first  testimonial  from  this  doctor  who  own  a  hospital  in 
Texas,  in  that  same  testimonial  he — whoever  he  is — at 
least  the  advertisement  itself  makes  a  distinction  between 
poison  ivy  and  eczema.  He  reports  that  "out  of  40  cases 
of  eczema  all  but  three  were  cleared  of  all  lesions  in 
three  weeks  to  a  month,"  and  so  on,  and  then  farther 
down :  ''And  in  eight  cases  of  poison  ivy  or  oak,  complete 
cures  were  effected  in  an  average  of  five  days." 

That  would  certainly  directly  tell  any  reader  that  there 
was  a  difference;  and  I  think  it  is  pretty  clear  that 
there  is. 

And  it  is  precisely  what  Mr.  McGann  said  about  the 
spirit  of  the  injunction,  not  only  the  letter  here,  not  only 
the  spirit,  but  the  letter  has  been  violated. 

The  intent,  as  the  authority  stated  that  Mr.  McGann 
has  read  to  your  Honor,  is  to  be  derived  from  the  circum- 
[28]  stances.  I  think  that  is  true  in  practically  every  case, 
and  it  is  no  different  in  this  criminal  contempt  than  in 
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any  other  criminal  case.  It  is  rarely  that  the  intent  can 
be  found  on  the  lips  of  the  defendant. 

In  this  case  I  do  not  feel — I  feel,  I  should  say,  rather, 
that  the  evidence  points  inescapably  to  the  conclusion  that 
this  was  not  an  intent  to  conform  with  the  injunction,  but 
an  intent  to  see  with  how  much  he  could  get  away  and  still 
have  an  alluring  advertisement  which  would  sell  this  drug; 
and  in  following  out  that  thing  he  has  run  directly  afoul 
of  this  court's  preliminary  and  permanent  injunctions. 

The  Court:       Did  you  have  anything  further? 

Mr.  McGann:  I  just  want  to  comment  on  counsel's 
remark,  if  the  court  please,  and  state  that  what  is  before 
the  court  here  on  the  part  of  the  Government  is  by 
stipulation  as  to  their  being  facts.  We  stipulated  to  the 
allegations  of  the  information  as  being  the  facts,  but  the 
circumstances  were  those  that  were  explained  by  the 
defendant  on  the  stand. 

Now,  those  circumstances  all  point  only  in  one  direction, 
that  this  defendant  in  everything  that  he  did,  he  acted  in 
good  faith  and  that  he  wanted  to  conform  with  this  order 
of  the  court  and  not  be  in  violation  of  it. 

The  Court:  The  defendant  is  technically,  literally  cor- 
rect in  the  literal  reading  of  the  restraining  order,  [29] 
that  the  label  be  required  to  contain  specific  directions  for 
the  use  of  the  product — I  am  abbreviating  that — in  the 
treatment  of  all  ills  for  which  such  product  is  prescribed, 
recommended,  and  suggested. 

Read  literally,  the  prohibition  is  against  introducing 
into  interstate  commerce  drugs  which  do  not  contain  a 
label  containing  specific  directions  for  its  use  in  connec- 
tion with  all  ills  for  which  it  is  prescribed  and  recom- 
mended and  suggested  in  the  advertising  material  dis- 
seminated by  the  defendant. 
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So,  literally  read,  it  is  true  that  in  order  to  violate  the 
language  of  this  injunction  it  would  be  necessary  for 
the  advertising  material  to  prescribe  and  recommend  and 
suggest  the  use  of  the  product  for  the  treatment  of  a 
condition  or  an  ill  or  a  disease  not  referred  to  in  the  label. 
That,  manifestly,  is  not  the  spirit  of  the  injunction. 

I  think  the  injunction  should,  possibly,  have  been  worded 
in  the  disjunctive  instead  of  the  conjunctive.  It  should 
have  read  "conditions,  ills,  and  diseases  for  which  such 
product  is  prescribed  or  recommended  or  suggested  in  the 
advertising  material,"  but  the  manifest  spirit  must  be  to 
read  it  in  the  disjunctive,  because  if  the  advertising  mate- 
rial is  prescribed,  certainly  prescription  includes  "recom- 
mendation and  the  suggestion"  and  there  would  be  no  [30] 
meaning  at  all  left  for  the  words  "recommended  and  sug- 
gested" if  the  words  were  used  alternatively.  As  I  stated, 
"prescribed"  includes  "recommended  and  suggested." 

My  view  of  it  is  that  the  defendant  attempted  to  obey 
the  words  but  not  the  spirit  of  the  prohibition. 

With  respect  to  Counts  One  to  Eight,  Counts  One, 
Two,  Three,  Four,  Five,  Six,  Seven  and  Eight,  I  find  the 
defendant,  Chester  Walker  Colgrove,  guilty  of  contempt 
as  charged.  With  respect  to  Count  Nine  of  the  informa- 
tion I  find  the  defendant,  Chester  Walker  Colgrove,  not 
guilty  as  charged. 

Now,  what  does  the  Government  recommend? 

Mr.  Klinger:  Your  Honor,  in  connection  with  the 
sentence,  you  will  recall  that  a  corporate  defendant  is  also 
named  as  a  defendant. 

The  Court:  Yes.  I  think  the  evidence  as  to  the  indi- 
vidual also  applies  to  the  corporate  defendant — is  that 
correct,  counsel? 

Mr.  McGann:     Yes. 
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The  Court:  With  respect  to  the  defendant,  Colusa 
Remedy  Company,  a  Nevada  corporation,  I  find  that  cor- 
poration guilty  of  contempt  as  charged  in  Counts  One, 
Two,  Three,  Four,  Five,  Six,  Seven,  and  Eight  of  the 
information,  and  not  guilty  of  contempt  as  charged  in 
Count  Nine  of  the  information.  [31] 

What  is  the  recommendation  of  the  Government? 

Mr.  Klinger:  Your  Honor,  may  I  make  a  brief  state- 
ment in  connection  with  our  recommendation? 

The  Court:     Yes. 

Mr.  Klinger:  The  Government's  recommendation  in 
this  case  has  been  carefully  considered,  because  it  is  not 
often  that  we  are  confronted  with  a  violation  of  a  court 
decree  being  prosecuted  criminally.  The  reason  that  a 
criminal  contempt  was  instituted  in  this  case  was  because 
of  the  flagrant,  deliberate  nature  of  the  violation,  in  the 
Government's  view;  and  also,  of  the  previous  history  of 
these  defendants  in  connection  with  law  enforcement,  and 
particularly  in  connection  with  law  enforcement  under  the 
Food,  Drug,  and  Cosmetic  Act. 

The  defendant  Colgrove  has  been  once  before  convicted 
on  a  plea  of  nolo  contendere  of  a  violation,  a  criminal 
violation,  of  the  Federal  Food,  Drug,  and  Cosmetic  Act. 
The  charges  on  which  the  defendant  has  been  found 
guilty  in  this  case  are,  of  course,  also  criminal  violations 
of  the  Act  itself. 

The  Court:  In  view  of  your  recitation  from  his  past 
record  should  not  this  matter  be  referred  to  the  probation 
officer  ? 

Mr.  Klinger:  I  make  no  recommendation  with  respect 
to  that,  your  Honor.  That  matter  is  entirely  within  the 
[32]  court's  discretion.    I  have  something  of  the  defend- 
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ant's  background,  but  perhaps  a  pre-sentence  investigation 
would  be  worth  while. 

The  Court:  What  would  be  your  view  of  that,  Mr. 
McGann? 

Mr.  McGann:  Well,  I  don't  know  but  what  we  might 
be  able  to  present  a  lot  of  very  interesting  matters  to  the 
court  if  it  was  referred  to  the  probation  office.  We  would 
perhaps  be  able  to  show  that  this  man  has  been  harassed. 

The  Court:  I  think  I  should  have  all  the  facts,  in 
view  of  your  reference  to  past  record.  This  is  a  field  in 
which,  apparently,  medical  men  differ  widely.  It  is  a  field 
in  which  remedies  and  certainty  of  treatment  is  not  very 
satisfactory,  apparently;  and  so  in  the  imposition  of  any 
sentence  in  this  matter,  I  want  all  the  information  I  can 
get  bearing  on  the  animus  of  the  defendant  and  the 
state  of  mind  of  the  defendant. 

Mr.  Klinger:       Yes,  your  Honor. 

The  Court:  I  will  refer  the  case  to  the  probation 
officer  as  to  both  defendants  for  pre-sentence  investiga- 
tion and  report,  and  fix  January  5th  or  12th,  whichever 
meets  your  convenience. 

Mr.  Klinger:  I  would  prefer  the  5th,  your  Honor, 
for  my  part. 

The  Court:     Is  that  agreeable  to  you,  Mr.  McGann? 
Mr.  McGann :     That  will  be  agreeable  to  me ;  yes,  your 
[33]  Honor. 

The  Court:  I  will  fix  January  the  5th  at  1:30  in  the 
afternoon  as  the  time  for  the  hearing  of  the  report  and 
for  sentence.    There  is  no  bail  for  appearance,  is  there? 

Mr.  Klinger:  There  is  none  at  the  present  time,  your 
Honor. 
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The  Court:  Does  the  Government  recommend  the 
requirement  of  bail? 

Mr.  KHnger:  I  think  that  as  far  as  the  Government 
is  concerned  their  own  recognizance  would  be  sufficient, 
I  believe. 

Mr.  McGann:  I  will  be  responsible  for  his  appearance, 
if  the  court  please. 

The  Court :  I  am  sure  that  Mr.  Colgrove  will  be  here. 
You  are  instructed,  Mr.  Colgrove,  to  appear  personally 
and  on  behalf  of  the  corporation  in  this  court  on  January 
5th  next  at  1 :30  for  sentence. 

[Endorsed]  :  Filed  Feb.  10,  1948.  Edmund  L.  Smith, 
Clerk.  [34] 
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In  the  United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit 

No.   11832 

CHESTER  WALKER  COLGROVE,  trading  and  doing 
business  under  the  firm  name  of  COLUSA  REMEDY 
COMPANY  and  COLUSA  REMEDY  COMPANY, 
a  Nevada  corporation, 

Appellant, 

vs. 
UNITED  STATES  OF  AMERICA, 

Appellee. 

POINTS  UPON   WHICH  APPELLANT   INTENDS 
TO  RELY  UPON  APPEAL 

Comes  now  the  appellant,  Chester  Walker  Colgrove, 
trading  and  doing  business  under  the  firm  name  of  Co- 
lusa Remedy  Company  and  Colusa  Remedy  Company,  a 
Nevada  corporation,  and  specifies  the  following  points 
upon  which  he  intends  to  rely  upon  appeal: 

I. 

The  court  was  without  jurisdiction  to  find  the  peti- 
tioner in  contempt.  The  statute  was  not  designed  to  cover 
acts  herein  charged  or  to  constitute  them  as  subject  mat- 
ter of  contempt. 

n. 

The  verdicts  and  judgments  are  contrary  to  the  law 
and  the  evidence. 
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III. 

The  court  erred  in  its  rulings  and  its  holdings  that 
one  could  be  guilty  of  contempt  for  obeying  the  letter  of 
the  law  by  offending  its  spirit. 

IV. 

The  court  erred  in  its  holding  that  one  may  be  punished 
for  a  disjunctive  act  where  the  basis  of  the  contempt  was 
an  order  in  the  conjunctive. 

V. 

The  court  erred  in  its  rulings  in  the  procedure  and 
proceedings  in  the  case. 

VI. 

The  court  erred  in  holding  that  the  defendant  could 
be  guilty  of  contempt  more  than  once,  if  it  was  guilty 
of  contempt  at  all,  and  in  dividing  and  sub-dividing  the 
alleged  act.  In  this  respect,  the  defendant  was  subject  to 
double  jeopardy  in  violation  of  the  Fifth  Amendment  to 
the  Constitution  of  the  United  States. 

VII. 

The  section  of  the  Statute  under  which  the  prosecution 
was  brought,  inherently  and  as  construed  and  applied  in 
this  case,  is  unconstitutional  in  that  it  is  too  vague,  in- 
definite and  uncertain  to  form  the  basis  of  a  criminal 
prosecution. 

VIII. 

The  word  "advertising"  inherently  and  as  construed 
and  applied  in  this  case,  is  too  vague  and  indefinite  to 
form  the  basis  of  a  criminal  prosecution. 
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IX. 

The  trial  court  misconstrued  its  power  and  authority 
to  impose  a  judgment  of  contempt  where  the  Statute 
refers  to  "advertising",  which  word,  as  set  forth  in  the 
Statute,  means  merely  advertising  literature  connected 
with  the  package  itself  and  could  not  refer  to,  or  mean, 
newspaper  advertisement.  The  attempt  to  apply  the  Stat- 
ute to  newspaper  advertisement  violates  the  First  Amend- 
ment to  the  Constitution  of  the  United  States  permitting 
freedom  of  the  press. 

MORRIS  LAVINE 
Attorney  for  Appellant 

[Affidavit  of  Service  by  Mail] 

[Endorsed]:  Filed  Mar.  16,  1948.  Paul  P.  O'Brien, 
Clerk. 
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No.  11832 
IN  THE 


United  States  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


Chester  Walker  Colgrove,  Trading-  and  Doing  Busi- 
ness Under  the  Firm  Name  of  Colusa  Remedy  Com- 
pany, and  Colusa  Remedy  Company,  a  Corporation, 

Appellants, 
vs. 

United  States  of  America, 

Appellee. 


OPENING  BRIEF  ON  APPEAL. 


This  is  an  appeal  from  judgments  and  sentences  pro- 
nounced against  Chester  Walker  Colgrove,  trading  and 
doing  business  under  the  firm  name  of  Colusa  Remedy 
Company  and  Colusa  Remedy  Company,  a  Nevada  cor- 
poration, defendants. 

The  charges  grow  out  of  the  sale  of  Colusa  Natural  Oil 
in  drug  stores  and  advertising  material  published  in  local 
daily  newspapers  setting  out  where  the  product  might  be 
obtained  from  drug  stores  and  doctors. 

This  brief  challenges  the  right  of  the  court  to  issue  an 
injunction  limiting  newspaper  advertising  as  not  within 
the  authority  granted  to  the  court  by  Congress.  Other 
fundamental  issues  are  also  presented  by  this  appeal. 


— 2— 
Jurisdiction. 

Jurisdiction — Title  28,  Section  225,  U.  S.  Code,  and  21 
U.  S.  C  A.,  Section  332,  and  28  U.  S.  C.  A.,  Section  387, 
and  the  Rules  of  Criminal  Procedure  of  the  rules  of  the 
court  of  the  United  States. 

The  United  States  Attorney  for  the  Southern  District 
of  California  hied  an  "Information  Re  Contempt  (Crim- 
inal)" under  Sections  21  U.  S.  C  A.  332(b)  and  28 
U.  S.  C.  A.  387,  in  the  United  States  District  Court  for 
the  Southern  District  of  Cahfornia,  Central  Division, 
before  Hon.  Judge  William  C.  Mathes,  U.  S.  District 
Judge,  on  October  2,  1947  [R.  2-15].*  Judge  Mathes 
issued  an  Order  to  Show  Cause  re  Criminal  Contempt" 
on  October  3,  1947  [R.  17,  45  fif.].  A  hearing  upon  that 
Order  was  held  on  December  8,  1947  [R.  27].  A  "trial" 
was  held  on  December  19,  1947  [R.  27,  55  ff.].  Judgment 
of  conviction  and  sentences  were  entered  on  January  5, 
1948  [R.  34-38].  Notice  of  Appeal  was  filed  on  January 
12,  1948  [R.  39-40]. 

Statutes  Involved. 

The  Federal  Food,  Drug  and  Cosmetic  Act  (21  U.  S. 
C.  A.  301  if.)  provides  (21  U.  S.  C.  321)  : 

"Definitions : 

"For  the  purposes  of  this  chapter — 

"(k)  The  term  'label'  means  a  display  of  written, 
printed  or  graphic  matter  upon  the  immediate  con- 
tainer of  any  article;     *     *     * 


*The  references  preceded  by  "R"  are  to  the  printed  record  on 
appeal  herein. 
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"(m)  The  term  'labeling'  means  all  labels  and 
other  matter,  printed  or  graphic  matter  ( 1 )  upon  any 
article  or  any  of  its  containers  or  wrappers,  or 

"(2)   accompanying  such  article." 

(21  U.  S.  C.  331): 

"Prohibited  Acts : 

"The  following  acts  and  the  causing  thereof  are 
hereby  prohibited : 

"(a)  The  introduction  or  delivery  for  introduction 
into  interstate  commerce  of  any  *  *  *  drug  that 
is     *     *     *    misbranded." 

(21  U.  S.  C.  333)  : 

"Penalties — Violation  of  Section  331 : 
"(a)   Any  person  who  violates  any  of  the  provi- 
sions of  Section  331  shall  be  guilty  of  a  misdemeanor 
and  shall  on  conviction  thereof  be  subject  to  imprison- 
ment   *    *    *    or  a  fine    "^^    *    *    qj-  j^q^j^    *    *    * " 

(21  U.  S.  C.  A.  352) : 

"Misbranded  Drugs  and  Devices: 

"A  drug  or  device  shall  be  deemed  to  be  mis- 
branded— 

"(a)  If  its  labeling  is  false  or  misleading  in  any 
particular. 

"(f)  Unless  its  labeling  bears  (1)  adequate  direc- 
tions for  use;  and  (2)  such  adequate  warnings  against 
use  in  those  pathological  conditions  or  by  children 
where  its  use  may  be  dangerous  to  health,  or  against 
unsafe  dosage  or  methods  or  duration  of  administra- 
tion or  application,  in  such  manner  and  form,  as  are 
necessary  for  the  protection  of  users." 


Rule  10,  Federal  Rules  of  Criminal  Procedure: 
"Rule  10.    Arraignment. 

"Arraignment  shall  be  conducted  in  open  court  and 
shall  consist  of  reading  the  indictment  or  informa- 
tion to  the  defendant  or  stating  to  him  the  substance 
of  the  charge  and  calling  on  him  to  plead  thereto. 
He  shall  be  given  a  copy  of  the  indictment  or  infor- 
mation before  he  is  called  upon  to  plead." 

Rule  11,  Federal  Rules  of  Criminal  Procedure: 

"Rule  11.    Pleas. 

"A  defendant  may  plead  not  guilty,  guilty,  or,  with 
the  consent  of  the  court,  nolo  contendere.  The  court 
may  refuse  to  accept  a  plea  of  guilty,  and  shall  not 
accept  the  plea  without  first  determining  that  the 
plea  is  made  voluntarily  with  understanding  of  the 
nature  of  the  charge.  If  a  defendant  refuses  to  plead 
or  if  the  court  refuses  to  accept  a  plea  of  guilty  or  if 
a  defendant  corporation  fails  to  appear,  the  court 
shall  enter  a  plea  of  not  guilty." 

Rule  42,  Federal  Rules  of  Criminal  Procedure: 

"Rule  42.     Criminal  Contempt. 

"(a)  Summary  Disposition.  A  criminal  contempt 
may  be  punished  summarily  if  the  judge  certifies  that 
he  saw  or  heard  the  conduct  constituting  the  contempt 
and  that  it  was  committed  in  the  actual  j^resence  of 
the  court.  The  order  of  contempt  shall  recite  the 
facts  and  shall  be  signed  by  the  judge  and  entered  of 
record, 

"(b)  Disposition  Upon  Notice  and  Hearing.  A 
criminal  contempt  except  as  provided  in  subdivision 
(a)  of  this  rule  shall  be  prosecuted  on  notice.  The 
notice  shall  state  the  time  and  place  of  hearing,  allow- 


— 5— 

ing  a  reasonable  time  for  the  preparation  of  the  de- 
fense, and  shall  state  the  essential  facts  constituting 
the  criminal  contempt  charged  and  describe  it  as 
such.  The  notice  shall  be  given  orally  by  the  judge 
in  open  court  in  the  presence  of  the  defendant  or,  on 
application  of  the  United  States  attorney  or  of  an 
attorney  appointed  by  the  court  for  that  purpose,  by 
an  order  to  show  cause  or  an  order  of  arrest.  The 
defendant  is  entitled  to  a  trial  by  jury  in  any  case  in 
which  an  act  of  Congress  so  provides.  He  is  entitled 
to  admission  to  bail  as  provided  in  these  rules.  If 
the  contempt  charged  involves  disrespect  to  or  criti- 
cism of  a  judge,  that  judge  is  disqualified  from  pre- 
siding at  the  trial  or  hearing  except  with  the  defend- 
ant's consent.  Upon  a  verdict  or  finding  of  guilt  the 
court  shall  enter  an  order  fixing  the  punishment." 

Questions  Presented  by  This  Appeal. 

1.  Whether  the  original  order  of  the  District  Court  of 
the  United  States  was  a  valid  order  ? 

2.  Whether  the  District  Court  had  jurisdiction  under 
the  orders  so  issued  to  find  the  petitioners  in  contempt  of 
court  ? 

3.  Whether  the  verdicts  of  the  District  Court  are  con- 
trary to  the  law  and  the  evidence? 

4.  Whether  the  District  Court  erred  in  holding  that 
the  petitioners  were  guilty  of  criminal  contempt  where — 
according  to  the  court's  own  determination — there  was 
actual  compliance  with  the  orders  of  the  court  but  not 
"spiritual"  compliance? 

5 :  Whether  the  District  Court  misconstrued  the  lan- 
guage of  the  statutes  regarding  advertising? 
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6.  Whether  the  statute  forbids  newspaper  advertise- 
ments when  the  same  do  not  accompany  the  drug? 

7.  Whether  advertisements  in  newspapers  come  within 
the  protection  of  the  First  Amendment  to  the  Constitution 
of  the  United  States  and  are  not  prescribed  by  the  statute  ? 

8.  Whether  the  sentences  were  null  and  void  where 
there  were  consecutive  sentences? 

9.  Whether  the  judgment  on  the  first  count,  if  valid, 
rendered  all  the  other  counts  res  judicata f 

Statement  of  the  Case. 

On  February  24,  1947,  the  District  Court  below,  the 
Honorable  Judge  Mathes  presiding,  issued  a  preliminary 
injunction  against  appellants,  restraining  them 

"from  introducing  or  delivering  for  introduction 
into  interstate  commerce,  in  any  form  or  manner, 
the  product  known  as  'Colusa  Natural  Oil,'  or  any 
like  product,  without  a  label  containing  specific 
directions  for  the  use  of  such  product  in  the  treat- 
ment of  all  conditions,  ills  and  diseases  for  which 
such  product  is  prescribed,  recommended,  and 
suggested,  in  the  advertising  material  dissemi- 
nated or  sponsored  by  or  on  behalf  of  the  defend- 
ants or  either  of  them;  which  directions  shall  in- 
clude the  quantity  of  dose  (including  quantities 
for  (2)  persons  of  different  ages  and  different 
physical  conditions)  to  be  taken  or  applied  in  the 
treatment  of  each  of  such  conditions,  ills  and  dis- 
eases, as  well  as  the  recommended  frequency  and 
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duration  of  administration  or  application  of  such 
dosage"  (italics  ours)   [R.  2-3]. 

On  April  23,  1947,  the  court  made  the  injunction  perma- 
nent, changing",  however,  the  word  ''specific"  to  "adequate" 
[R.3]. 

Thereafter  appellants  shipped  Colusa  Natural  Oil  in 
interstate  commerce  on  various  dates,  labeled  as  follows 
[R.  4,  22]  : 

"A  natural  unrefined  petroleum  oil  intended  for  use 
in  the  treatment  of  Psoriasis,  Eczema,  Athlete's  Foot, 
and  Leg  Ulsers. 

"Directions :  Apply  to  affected  parts  and  rub  it  in 
thoroughly  morning  and  night.  For  open  sores, 
saturate  cotton  pad  with  oil  and  bind  on  by  gauze. 
Change  to  fresh  dressing  morning  and  night.  For 
tender  skin  oil  can  be  diluted  50%  with  olive  (3)  oil. 
Continue  treatment  until  skin  is  smooth  and  comfort- 
able.   *    *    *" 

Appellants  also  placed  advertisements  in  local  news- 
papers in  various  states  concerning  their  product  [R.  20]. 

It  is  by  reason  of  the  advertisements  in  local  newspapers 
in  various  states  that  the  court  found  the  petitioners  guilty 
of  contempt. 

On  October  2,  1947,  the  United  States  Attorney  for 
the  Southern  District  of  California  filed  in  the  District 
Court  of  the  United  States  for  that  district,  Central  Divi- 
sion,  before   the   Honorable   Judge   William    C.    Mathes, 


United  States  District  Judge,  an  "Information  re  Contempt 
(Criminal)"  [R.  2-15],  in  nine  "counts,"  each  of  which 
charged  a  separate  act  or  series  of  acts  alleged  to  be  "in 
criminal  contempt''  of  a  temporary  or  permanent  injunc- 
tion previously  issued  against  appellants  by  that  Judge. 

On  October  3,  1947,  Judge  Mathes  issued  an  order  to 
show  cause  directed  to  appellants,  requiring  them  to  ap- 
pear before  him  and  show  cause  why  they  should  not  be 
held  in  criminal  contempt  of  that  court  [R.  16-16].  On 
December  8,  1947,  a  hearing  was  held  before  that  Honor- 
able Judge  upon  said  order  to  show  cause,  and  the  Judge 
concluded  that  appellants  had  not  purged  themselves  of 
contempt,  and  ordered  that  they  stand  trial  [R.  17]. 

Appellants  were  tried  before  Judge  Mathes,  having 
waived  a  jury,  on  December  19,  1947  [R.  27,  55  ff.],  and 
were  found  guilty  of  contempt  as  charged  in  counts  one 
to  eight,  inclusive,  of  the  Information,  and  not  guilty  as 
to  count  nine  [R.  27,  78]. 

In  finding  appellants  guilty,  the  court  stated  that  appel- 
lant Colgrove  was  "technically,  literally  correct  in  the 
literal  reading"  of  the  injunctions  [R.  77\.  The  court 
further  stated  that  the  injunction  should  have  been  worded 
differently,  in  the  disjunctive  rather  than  in  the  conjunc- 
tive, and  that  in  order  to  violate  the  injunction  as  writ- 
ten, it  would  have  been  necessary  for  the  advertising 
material  involved  (see  infra)  to  contain  a  conjunction 
of  various  matters  |  R.  78].  The  court,  stating  that 
the  appellant  Colgrove  "attempted  to  obey  the  words 
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but  not  the  spirit  of  the  prohibition"  in  the  injunc- 
tions, nevertheless  found  appellants  guilty  of  criminal 
contempt  [R.  78]. 

The  court  sentenced  on  January  5,  1948,  appellant  Col- 
grove  to  fines  totalling  $4,000  and  to  imprisonment  for  a 
total  period  of  six  months,  and  then  suspended  the  jail 
terms  and  placed  him  on  probation  for  five  years  [R. 
37-38].     The  corporation  was  fined  $5,000  [R.  39]. 

This  appeal  followed,  to  have  the  issues  determined  in 
this  court. 

Judgment  of  conviction  and  sentence,  which  recites  in 
part  that  appellants  "had  been  convicted"  after  trial  "of 
the  offense"  of  shipping  certain  products  in  interstate 
commerce  and  in  disregard  of  the  injunctions,  was  entered 
by  the  court  on  that  date  [R.  34-38].  While  the  judgment 
also  recites  that  conviction  was  had  after  trial  upon  a 
"plea  of  not  guilty,"  no  pleas  were  in  fact  taken  or  offered, 
as  far  as  is  shown  by  the  record  on  appeal. 
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ARGUMENT. 

POINT  I. 

The  Original  Order  o£  the  District  Court  of  the  United 
States  Was  Not  a  VaUd  Order. 

The  court  was  without  jurisdiction  to  make  an  order 
restraining  the  appellants  from  prescribing,  recommend- 
ing, or  suggesting  any  advertising  material  designated  by 
or  on  behalf  of  the  defendants,  or  either  of  them,  which 
advertising  material 

(1)  Was  not  placed  upon  any  article  or  any  of  its 
contents  or  labels,  or 

(2)  Did  not  actually  accompany  such  article. 

Title  21,  U.  S.  C,  Section  321,  says:  "The  term  label 
means  a  display  of  written,  printed,  or  graphic  matter 
upon  the  immediate  container  of  any  article."  Therefore, 
the  court  was  without  jurisdiction  to  issue  an  injunction 
of  the  kind  or  character  which  it  did  issue  [R.  23],  and 
which  was  therefore  null  and  void. 

Where  an  order  is  made  which  is  null  and  void,  the 
same  may  be  disregarded.  (See  Re  Sawyer,  124  U.  S. 
200,  31  L.  Ed.  402;  Ex  parte  Fisk,  113  U.  S.  713,  28  L. 
Ed.  1117;  Ex  parte  Rowland,  104  U.  S.  604,  26  L.  Ed. 
861.) 

It  is  for  the  legislature  and  not  the  courts  to  determine 
the  statute  and  extent  to  which  the  statute  governs  and 
one  cannot  be  held  criminally  liable  for  violating  either  a 
statute  or  a  regulation  pursuant  thereto  for  which  there 
is  no  statutory  authority.  The  mode  prescribed  by  the 
statute  is  the  measure  of  power.  {Viereck  v.  United 
States,  318  U.  S.  236,  87  L.  Ed.  734.) 
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A.  Is  the  Order  Void  as  Being  Without  the  Jurisdiction 
of  the  Court?  The  Complaint  in  the  Civil  Case  Was 
for  an  Injunction  Under  21  U.  S.  C. (f)(1)  and  the  Order 
and  Injunction  Was  Drawn  Under  Both  (1)  and  (2). 
Did  the  Court  in  the  Contempt  Case  Exceed  Its  Juris- 
diction in  Finding  Defendants  Guilty  of  Lack  of  "Speci- 
fic" Directions  When  Only  "Adequate"  Required? 

Disobedience  of  a  void  order  or  one  issued  by  a  court 
without  jurisdiction  of  the  subject-matter  and  parties 
litigant  is  not  contempt. 

Beauchamp  v.  U.  S.,  76  F.  2d  663  (C.  C.  A.  9). 

A  decree  entered  with  jurisdiction  must  be  obeyed  as 
entered,  and  if  its  terms  read  more  broadly  than  defendant 
intended  in  consenting  thereto,  time  and  manner  of  avoid- 
ing that  breadth  was  by  objection  to  the  decree  before  its 
entry  and  not  by  disobedience. 

A^.  L.  R.  B.  V.  American  Mfg.  Co.,  132  F.  2d  740 
(cert.  den.  319  U.  S.  743). 

The  civil  case  out  of  which  the  alleged  contempt  arose 
(No.  5992-WM — Civil  in  the  District  Court)  was  for  an 
injunction  under  Section  352  of  Title  21,  U.  S.  C,  sub- 
division (f)(1).  While  the  complaint  prays  for  an  in- 
junction under  (f)(1)  only,  the  injunction  was  drawn  to 
include  (f)(2).  Therefore,  I  am  quoting  below  the  entire 
subsection : 

"§352.     Misbranding:  drug's  and  devices. 

"A   drug   or    device   shall   be   deemed    to   be    mis- 
branded —    *    *    * 

"(f)   Directions  for  use  and  warnings  on  label. 

"Unless  its  labeling  bears   (1)   adequate  directions 
for  use;  and  (2)  such  adequate  warnings  against  use 
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in  those  pathological  conditions  or  by  children  where 
its  use  may  be  dangerous  to  health,  or  against  unsafe 
dosage  or  methods  or  duration  of  administration  or 
application,  in  such  manner  and  form,  as  are  neces- 
sary for  the  protection  of  users :  Provided,  That 
where  any  requirement  of  clause  (1)  of  this  para- 
graph, as  applied  to  any  drug  or  device,  is  not  neces- 
sary for  the  protection  of  the  public  health,  the 
Administrator  shall  promulgate  regulations  exempt- 
ing such  drug  or  device  from  such  requirement." 

This  statute,  in  both  subdivisions,  require  but  ''ade- 
quate" labeling.  The  preliminary  injunction  required 
"specific"  directions  as  to  the  use  of  the  product.  This 
was  changed  to  "adequate"  directions  in  the  final  injunc- 
tion [R.  3].  But  this  confusion  continued  throughout  the 
entire  contempt  proceedings.  Newspaper  advertising  can- 
not be  considered  "labeling."  The  court  exceeded  its 
jurisdiction  in  including  "advertising  material"  in  its  in- 
junction when  the  statute  only  requires  adequate  labeling. 

The  information  on  which  the  defendants  were  tried 
alleges  the  lack  of  "specific"  directions  in  counts  one  and 
five;  of  "adequate"  directions  in  counts  two,  three,  six, 
seven,  eight  and  nine  and  of  "specific  or  adequate"  direc- 
tions in  count  four. 

The  trial  court  found  that  the  defendants  failed  to  give 
"specific"  directions  [R.  34  and  36]  as  shown  by  its  re- 
marks on  page  77  of  the  record: 

"The  Court:  The  defendant  is  technically,  literally 
correct  in  the  literal  reading  of  the  restraining  order, 
that  the  label  be  required  to  contain  specific  directions 
for  the  use  of  the  product — I  am  abbreviating  that — 
in  the  treatment  of  all  ills  for  which  such  product  is 
prescribed,  recommended,  and  suggested. 
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"Read  literally,  the  prohibition  is  against  intro- 
ducing into  interstate  commerce  drugs  which  do  not 
contain  a  label  containing  specific  directions  for  its 
use  in  connection  with  all  ills  for  which  it  is  pre- 
scribed and  recommended  and  suggested  in  the  adver- 
tising material  disseminated  by  the  defendant.   *   *   *" 

If  all  that  the  statute  or  the  injunction  requires  is 
"adequate"  directions  as  to  the  use  of  the  product  the 
defendants  cannot  be  found  in  contempt  for  failing  to 
give  "specific"  directions.  General  directions  for  the  use 
of  a  product  such  as  the  one  involved  in  this  case  may  be 
"adequate"  while  not  "specific"  whereas,  with  a  different 
product  which  might  be  dangerous  to  health  if  not  prop- 
erly used  or  if  used  by  a  child  instead  of  an  adult  the 
same  directions  would  not  be  adequate.  There  is  no  con- 
tention on  the  part  of  the  government  that  the  product 
was  dangerous  to  health  or  that  the  use  is  different  for 
children  than  for  adults.  In  fact,  the  same  directions 
apply  to  both  and  also  apply  to  any  disease  prescribed, 
recommended  or  suggested  in  the  advertisement. 

The  directions  were  adequate  for  the  reason  that  all  of 
the  diseases  mentioned  are  of  the  same  kind.  The  prin- 
ciples of  Ejusdem  Generis  or  Noscitiir  a  Sociis,  to  use 
legal  terminology,  would  apply. 

The  American  Illustrated  Medical  Dictionary  (Borland) 
20th  Ed.,  defines  eczema  as  "an  inflammatory  skin  disease 
with  vesiculation,  infiltration,  watery  discharge,  and  the 
development  of  scales  and  crusts.  The  lesions  vary  much 
in  character,  and  the  disease  is  frequently  attended  with 
restlessness  and  fever  and  other  symptoms  of  constitutional 
disturbance,  as  well  as  by  local  itching  and  bitrniiig."  This 
definition  is  followed  by  the  particularization  of  forty- 
four  different  types  of  eczema. 
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The  definition  of  psoriasis  is  "a  skin  disease  of  many 
varieties,  characterized  by  the  formation  of  scaly  red 
patches  on  the  extension  surfaces  of  the  body."  This 
definition  is  followed  by  a  list  of  nineteen  different  types  of 
psoriasis  including  psoriasis  annularis  which  is  defined  as 
"psoriasis  in  ring  shaped  patches";  and  psoriasis  num- 
mularis which  is  "psoriasis  in  circular  patches  which  re- 
semble small  coins." 

Athlete's  foot  is  defined  by  the  same  author  as  "ring- 
zvorm  of  the  feet;  a  dermatophytosis  of  the  skin  of  the 
feet,  characterized  by  the  formation  of  vesicles,  redness 
and  the  development  of  cracks  between  the  toes,  resulting 
in  itching,  pain,  and  some  disability." 

Poison  ivy  is  defined  as  "Rhus  Toxicodendron — or 
poison  ivy,  a  poisonous  species  of  sumac.  The  leaves  or 
juice,  when  applied  to  the  skin,  cause  a  severe  dermatitis 
and  internal  poisoning." 

Poison  oak  is  not  even  defined.  Under  "poison  oak"  the 
dictionary  says  "see  Rhus  Diversiloba"  and  under  that 
term  is  the  statement  "is  poison  oak." 

An  ulcer  is  defined  as  "an  open  sore,  other  than  a 
wound,"  etc.  This  is  followed  by  128  different  types  of 
ulcer  which  includes  "decubitis  ulcer" — a  bedsore,  an  ulcera- 
tion caused  by  prolonged  pressure  in  a  patient  confined  to 
bed  for  a  long  period  of  time. 

A  study  of  the  above  definitions  will  disclose  that  prac- 
tically every  term  used  in  the  advertisement  comes  within 
one  or  the  other  of  the  terms  used  in  the  main  portion  of 
the  advertisement,  to-wit  psoriasis,  athlete's  foot,  eczema 
or  ulcers.  Every  one  is  but  an  irritation  of  the  skin. 
Every  one  should  be  treated  in  the  same  manner;  exactly 
as  directed  on  the  label.  What  more  could  be  expected  of 
the  defendants? 
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Should  they  have  listed  the  44  different  types  of  eczema 
in  order  to  show  that  it  would  relieve  burning  and  itching  ? 
Should  they  have  listed  the  19  different  types  of  psoriasis 
in  order  to  show  that  it  could  be  used  for  scaly  red  patches 
on  the  skin  and  ringworm.  Should  they  have  specified 
both  athlete's  foot  and  ringworm  when  athlete's  foot  is 
but  a  form  of  ringworm?  I  maintain  that  the  directions 
for  use  were  more  than  adequate,  and  cover  all  of  the  ills, 
conditions  and  diseases  for  which  the  product  is  prescribed, 
recommended  and  suggested. 

B.     The   Injunction  Order  Was  Uncertain  and  Indefinite  and 
Therefore  Null  and  Void. 

An  injunction  order,  similar  to  any  Administrative  Or- 
der, must  be  so  definite  and  certain  that  anyone  would 
clearly  come  within  its  language  and  meaning  or  it  is  null 
and  void. 

M.  Kraiis  &  Bros.  v.  United  States,  327  U.  S.  614, 
90  L.  Ed.  894. 

In  Krans  &  Bros.  v.  United  States,  327  U.  S.  614,  90 
L.  Ed.  894  at  page  899,  the  court  said: 

"The  elements  of  evasive  conduct  should  be  so 
clearly  expressed  by  the  Administrator  that  the  ordi- 
nary person  can  know  in  advance  how  to  avoid  an 
unlawful  course  of  action. 

In  applying  this  strict  rule  of  construction  to  the 
provisions  adopted  by  the  Administrator,  courts  must 
take  care  not  to  construe  so  strictly  as  to  defeat  the 
obvious  intention  of  the  Administrator.  Words  used 
by  him  to  describe  evasive  action  are  to  be  given 
their  natural  and  plain  meaning,  supplemented  by  con- 
temporaneous or  long-standing  interpretations  publicly 
made  by  the  Administrator.      But  patent   omissions 


—16— 

and  uncertainties  cannot  be  disregarded  when  dealing 
witli  a  criminal  prosecution.  A  prosecutor  in  fram- 
ing an  indictment,  a  court  in  interpreting  the  Ad- 
ministrator's regulations  or  a  jury  in  judging  guilt 
cannot  supply  that  which  the  Administrator  failed 
to  do  by  express  word  or  fair  implication.  Not  even 
the  Administrator's  interpretations  of  his  own  regu- 
lations can  cure  an  omission  or  add  certainty  and 
definiteness  to  otherwise  vague  language.  The  pro- 
hibited conduct  must,  for  criminal  purposes,  be 
set  forth  with  clarity  in  the  regulations  and  or- 
ders which  he  is  authorized  by  Congress  to  pro- 
mulgate under  the  Act.  Congress  has  warned 
the  public  to  look  to  that  source  alone  to  discover 
what  conduct  is  evasive  and  hence  likely  to  create 
criminal  liability.  United  States  v.  Resnick,  299 
U.  S.  207,  81  L.  Ed.  127,  57  S.  Ct.  126." 

So  a  court  injunction  must  likewise  be  set  forth  with 
clarity  by  express  words. 

One  may  not  be  punished  for  disobedience  of  an  order 
which  does  not  definitely  prescribe  what  he  is  to  do. 

N.  L.  R.  B.  V.  Nezv  York  Mdse.  Co.,   134  F.  2d 
949. 

A  person  acting  in  good  faith  and  with  due  respect  to 
the  court  is  not  guilty  of  contempt  if  placed  in  a  dilemma 
by  an  ambiguous  order  of  the  court. 

A^.  L.  R.  B.  V.  Bell  Oil  and  Gas  Co.,  98  F.  2d  405, 
rehearing  denied,  99  F.  2d  56. 

Before  a  person  should  be  subjected  to  punishment  for 
violating  a  command  of  the  court,  the  order  should  inform 
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him   in  definite  terms   regarding  duties   thereby   imposed 
upon  him. 

Berry  v.  Midtozvn  Service  Corp.,  104  F.  2d  107. 

The  decree  cannot  be  expanded  by  implication  and  the 
facts  found  must  constitute  a  plain  violation  of  the  decree. 

Denver-Greeley  Valley  Water  Users  Assn.  v.  Mc- 
Neil, 131  F.  2d  67; 

Cohn  V.  Kramer,  136  F.  2d  293; 

Terminal  R.  Assn.  of  St.  Louis  v.  U.  S.,  266  U.  S. 
17; 

Liistgarten  v.  Felt  &  Tarrant  Mfg.  Co.,  92  F.  2d 
277. 

POINT   II. 

The  Injunction  of  the  Court  Below  Was  Beyond  Its 
Powers   Under   the   Food   and   Drug   Act. 

The  extent  of  the  power  of  the  court  below  to  enjoin 
appellants  in  their  acts  with  reference  to  their  shipment 
of  drugs  in  interstate  commerce  is  controlled  by  the  pro- 
visions of  the  Food  and  Drug  Law  (supra).  That  law, 
as  applicable  here,  prohibits  the  introduction  into  inter- 
state commerce  of  any  drugs  which  are  misbranded,  that 
is,  not  properly  labelled  as  defined  under  that  act  (see 
supra). 

Nothing  in  that  Act  indicates  that  Congress  desired  its 
prohibitions  to  operate  upon  newspaper  advertisements. 
In  fact,  the  writings  referred  to  in  that  Act  relate  specifi- 
cally to  advertising  material  upon  the  package  containing 
the  drug  or  accompanying  the  package. 

This  Court  has  recently  had  occasion  to  decide  that 
advertising    material,    which    was    expressly    designed    to 
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be  distributed  in  conjunction  with  the  product  involved, 
did  not  accompany  that  product  within  the  meaning 
of  the  Act  when  the  advertising  material  was  sent  days 
after  the  shipment  in  interstate  commerce  of  the  drug 
itself. 

Alberty  v.  United  States,  159  F.  2d  278  (C.  C.  A. 
9,   1947). 

See  also 

Research  Laboratories  v.  United  States,  126  F.  2d 
42  (C.  C.  A.  9),  cert.  den.  317  U.  S.  656. 

Here  the  advertisements  dealt  with  in  the  injunction 
were  advertisements  in  newspapers,  which  did  not  accom- 
pany the  drug,  and  which  were  not  even  shown  to  have 
been  in  interstate  commerce  at  all.  The  power  of  the 
court  below  to  enjoin  acts  of  appellants  with  respect  to 
advertisements  was  no  broader  than  the  prohibitory  terms 
of  the  statute  itself.  Since  the  statute's  proscriptive  and 
mandatory  terms  are  specifically  with  relation  to  the  label 
on  the  package  or  advertising  material  accompanying  the 
package,  the  court  below  could  only  prohibit  or  require 
acts  on  the  part  of  appellants  which  were  within  the  scope 
of  the  law  from  which  the  court  derived  its  power  to  en- 
join. By  including  requirements  in  its  injunction  as  to 
advertising  in  newspapers  which  did  not  accompany  the 
product  in  interstate  commerce,  the  court  below  plainly 
acted  beyond  its  jurisdiction. 

See,  e.  g., 

Hygrade  Food  Products   Corp.   v.    United  States, 
160  F.  2d  816  (C.  C.  A.  8,  1947). 

Cf.  Sullivan  v.  United  States,  161  F.  2d  629  (C.  C. 
A.  5,  1947). 
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And  since  the  contempt  was  predicated  upon  acts  of  ap- 
pellants with  reference  to  the  newspaper  advertisements, 
the  jurisdiction  of  the  court  to  issue  its  injunctions,  and 
later  to  find  appellants  in  contempt,  did  not  exist  here. 
At  the  hearing  upon  the  order  to  show  cause,  the  court 
asked  [R.  53]  :  "Is  it  the  Government's  contention  that 
this  advertisement  becomes  in  effect  a  part  of  the  label." 

Thereupon  counsel  for  the  Government  replied  [R.  53]  : 

"Not  necessarily  a  part  of  the  label,  your  Honor, 
no;  but  it  is  in  conflict  with  the  court's  order  hereto- 
fore entered,  which  is,  pursuant  to  the  statute,  that 
the  defendants  are  not  in  their  advertising,  after  these 
injunctions,  to  recommend,  suggest  or  prescribe  this 
product  for  any  conditions,  any  of  the  disease  condi- 
tions other  than  those  named  on  the  label."  (Italics 
ours.) 

It  is  undisputed  that  appellant  deleted  the  word  "acne" 
from  the  advertisements  [R.  30,  33]  after  the  first  in- 
junction was  issued,  because  "acne"  was  not  referred  to 
on  the  labels  [R.  59-60].  Nothing  more  was  in  fact  re- 
quired of  appellants  under  the  injunctions  in  this  case. 

Aside  from  this  fact  that  appellants  complied  in  full 
as  required  of  them  under  the  terms  of  the  injunctions, 
there  are  the  further  points,  discussed  elsewhere  in  this 
brief,  which  demonstrate  that  the  injunctions  were  beyond 
the  powers  of  the  court  below,  and  were  improper  for 
other  reasons. 
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POINT  III. 

The  Attempt  to  Control  Newspaper  Advertising  by- 
Injunction  Is  Contrary  to  the  Constitution  of  the 
United  States. 

The  Constitution  of  the  United  States  guarantees  free- 
dom of  the  press. 

See  e.  g. 

Constitution,  United  States,  First  Amendment; 

Stromherg  v.  California,  283  U.  S.  359; 

Grosjean  v.  American  Press  Co.,  297  U.  S.  233; 

Schenck  v.  United  States,  249  U.  S.  47; 

Jamison  v.  Texas,  318  U.  S.  413. 

That  constitutional  guaranty  implies  freedom  from  pre- 
vious restraints  upon  publication. 

Patterson  v.  Colorado,  205  U.  S.  454; 

Near  v.  Minnesota,  283  U.  S.  697; 

Dailey  v.  Superior  Ct.,  112  Cal.  94; 

Grosjean  v.  American  Press  Co.,  297  U.  S.  233. 

And  this  freedom  is  safeguarded  not  only  from  legis- 
lative action,   but  also  from  judicial  restraint. 

E.  g., 

Near  v.  Minnesota,  283  U.   S.  697; 

Dailey  v.  Superior  Ct.,  112  Cal.  94; 

Empire  Theatre  Co.  v.  Cloke,  53  Mont.   183,   163 
Pac.  107. 

Here  the  trial  court  exercised  its  injunctive  power  in  an 
attempt  to  place  a  previous  restraint  upon  publication. 
Moreover,  the  court  did  not  even  limit  its  injunction  to 
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advertising  matter  in  interstate  commerce.  In  punish- 
ment of  an  alleged  disregard  of  that  restraint,  the  court 
held  appellants  in  contempt. 

It  is  plain,  we  submit,  that  the  court's  actions  were  con- 
trary to  the  provisions  of  the  Constitution. 

Moreover,  even  under  existing  statutes,  irrespective  of 
constitutionality,  the  court  below  was  clearly  in  error  in 
seeking  to  control  newspaper  advertisements  by  appel- 
lants. Newspaper  advertising  is  within  the  exclusive 
province  of  the  Federal  Trade  Commission.  (See  Sees. 
12  and  13  of  the  Federal  Trade  Commission  Act  (15 
U.  S.  C.  A.  52,  53).) 

Nothing  in  the  Food  and  Drug  Act  confers  jurisdiction 
upon  a  federal  court  to  deal  with  that  subject  matter. 

No  proceeding  was  had  here  under  the  Federal  Trade 
Commission  Act. 

The  Federal  Trade  Commission,  also,  proceeds  in  the 
District  Courts  of  the  United  States  by  its  own  attorneys, 
not  through  the  United  States  Attorney,  to  enforce  the 
provisions  of  its  Act.  (15  U.  S.  C.  A.  53(a).)  No  such 
proceeding  under  that  law  has  been  brought  here. 

Furthermore,  there  is  no  evidence  in  this  case  that  any 
of  the  newspapers  in  which  appellants'  advertisements  ap- 
peared, were  ever  mailed  or  in  interstate  commerce.  Such 
a  showing  is  required,  of  course,  even  under  the  Federal 
Trade  Commission  Act.  And  there  is  no  proof  in  this 
case  that  any  part  of  the  advertisements  by  appellants  was 
false  or  misleading. 
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Under  the  Federal  Trade  Commission  Act,  that  com- 
mission can  determine  falsity  only  on  the  basis  of  proper 
and  adequate  proof. 

See: 

15  U.  S.  C.  A.  55; 

Charles,  etc.,  v.  Federal  Trade  Commission,  143  F. 
2d  676  (C.  C.  A.  2); 

Aronberg  v.  F.  T.  C,  132  F.  2d  165; 

American  Medicinal  Products  v.  F.  T.  C,  136  F. 
2d  426  (C.  C.  A.  9); 

Miles  Laboratories  v.  F.  T.  C,  140  F.  2d  683,  cert, 
den.  322  U.  S.  752.      ' 

And  such  a  conclusion  can  only  be  reached  in  a  duly 
constituted  and  conducted  hearing  before  that  agency. 
None  was  here  shown  to  have  been  held. 

An  Injunction  Cannot  Be  Used  to  Deny  One  His  Constitutional 
Rights    of    Free    Speech    and    Freedom    of    the    Press. 

"Unless  the  right  of  free  speech  is  enjoyed  by  em- 
ployers as  well  as  by  employees,  the  guaranty  of  the 
First  Amendment  is  futile,  for  it  is  fundamental  that 
the  basic  rights  guaranteed  by  the  Constitution  belong 
equally  to  every  person." 

Midland  Steel  Products  Co.  v.  N.  L.  R.  B.,   113 
F.  2d  800  at  page  804  (C.  C.  A.  6). 
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''Nowhere  in  the  National  Labor  Relations  Act  is 
there  sanction  for  an  invasion  of  the  liberties  guar- 
anteed to  all  citizens  (persons)  by  the  First  Amend- 
ment." 

N.  L.  R.  B.  V.  Ford  Motor  Co.,  114  F.  2d  905,  915 
(C.  C.  A.  6),  cert.  den.  312  U.  S.  689. 

"A  contempt  proceeding  may  serve  in  appropriate 
circumstances  as  the  efficient  means  for  vindicating  a 
court's  judgments  or  decrees,  but  'it  is  of  prime  im- 
portance that  no  constitutional  freedom,  least  of  all 
the  guarantees  of  the  Bill  of  Rights,  be  defeated  by 
insubstantial  findings  of  fact  screening  reality.'  See 
Milk  Wagon  Drivers  Union  v.  Meadowmoor  Dairies, 
Inc.,  312  U.  S.  287,  298,  61  S.  Ct.  552,  555,  85  L. 
Ed.  836,  132  A.  L.  R.  1200  (concerning  the  rights 
under  the  Fourteenth  Amendment).     *     *     * 

"*  *  "^  The  right  to  free  speech  in  the  future  is 
not  to  be  forfeited  because  of  misconduct  in  the  past. 
*  *  *  This  must  necessarily  be  so  if  freedom  of 
speech  which  is  'among  the  fundamental  personal 
rights  and  liberties'  (Lovell  v.  City  of  Griffin,  303 
U.  S.  444,  450,  58  S.  Ct.  666,  668,  82  L.  Ed.  949)  is 
to  be  maintained  inviolate.  That  the  right  is  to  be 
so  maintained  calls  for  no  argument." 

Edward  G.  Budd  Mfg.  Co.  v.  N.  L.  R.  B.,  142  F. 
2d  922  at  page  928. 
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POINT  IV. 

The  Verdicts  and  Judgment  Are  Contrary  to  the  Law 
and  the  Evidence,  and  Should  Be  Set  Aside. 

A.     The  Degree  of  Proof  Required  in   Criminal  Contempt  Is 
"Beyond  a   Reasonable   Doubt." 

In  prosecution  for  criminal  contempt  evidence  must 
show  guilt  of  accused  beyond  a  reasonable  doubt. 

Russell  V.  U.  S.,  86  F.  2d  389; 
Schmidt  V.  U.  S.,  115  F.  2d  394. 

If  a  respondent  is  answering  a  charge  of  criminal  con- 
tempt, he  is  presumed  to  be  innocent  and  must  be  proved  to 
be  guilty  beyond  a  reasonable  doubt  and  cannot  be  com- 
pelled to  testify  against  himself. 

Parker  v.  U.  S.,  153  F.  2d  66; 

In  re  Eskay,  122  F.  2d  819; 

Gompers  v.  Bucks,  221  U.  S.  418; 

Michaelson  v.  U.  S.,  266  U.  S.  42. 

Contempt  of  court  is  a  grave  thing  and  the  court  is  not 
disposed  to  engage  in  strained  construction  to  spell  out 
some  theoretical  abstract  violation  of  the  court's  order. 

A^.  L.  R.  B.  V.  Standard  Trouser  Co.,  162  F.  2d 
1012. 

The  last  case  cited  is  a  civil  contempt  where  the  degree 
of  proof  required  is  only  a  preponderance  of  the  evidence. 
In  a  criminal  contempt  with  the  presumption  of  innocence 
and  proof  beyond  a  reasonable  doubt  required  the  court 
should  be  even  more  strict  in  the  degree  of  proof  required. 
See  the  court's  remarks,  quoted  supra,  on  page  77  of  the 
record  where  the  court  admits  that  the  defendants  were 
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literally  correct  in  their  interpretation  of  the  court's  order. 
This  also  ties  into  the  remarks  and  cases  cited  under  the 
subdivision  above  re  uncertainty  and  indefiniteness 

OF   THE   INJUNCTION. 

In  connection  with  the  proof  in  this  case  see: 

United  States  v.  50^.  Bottles  of  Sulfa-Seb,  et  al., 
54  R   S.  759, 

where  it  was  held  in  a  libel  proceeding  involving  misbrand- 
ing of  certain  drugs  that  evidence  consisting  of  letters  re- 
ceived from  purportedly  satisfied  customers  to  question- 
naires mailed  out  by  claimants  was  inadmissible  as  hear- 
say. The  testimonials  published  with  the  advertisement 
were  unsolicited,  couched  in  untechnical  language  and  as 
shown  supra  the  language  used  in  practically  all  instances 
is  used  in  the  technical  definition  of  the  terms  used  in 
large  type. 

The  evidence  does  not  meet  the  test  of  guilt  beyond  a 
reasonable  doubt. 

It  is  elementary  that  in  a  criminal  contempt  proceeding, 
as  in  a  criminal  cause,  findings  of  guilt  must  be  based  upon 
evidence  which  shows  such  guilt  beyond  a  reasonable  doubt, 
and  the  burden  of  proof  is  on  the  prosecution. 

See,  e.  g., 

Gompers  v.  Bucks  Stoz'e  &  Range  Co.,  221  U.  S. 
418,  55  L.  Ed.  797. 

No  such  showing  can  be  found  in  this  case. 

The  evidence  here  demonstrated  that,  in  a  field  of  legal 
interpretations  and  constructions  of  technical  terms  con- 
tained in  the  Food  and  Drug  Act  and  in  the  injunctions 
of  the  court,  appellant  Colgrove  reached  a  fair  conclusion 
as  to  what  was  required  of  him,  and  acted  accordingly 
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[R.  63],  but  the  conclusion  ultimately  turned  out  to  be 
different  from  that  reached  by  the  court  upon  the  trial 
[R.  56-66,  68,  71-73,  77-79].  A  question  of  interpreta- 
tion was  involved;  not  a  criminal  disregard  of  the  man- 
date of  a  court. 

That  appellant  was  not  unreasonable  in  his  interpreta- 
tion of  the  injunction,  was  indicated  by  the  trial  judge 
himself,  the  judge  who  had  issued  the  injunction  in  the 
first  instance,  when  he  said  [R.  77\  that  ''the  defendant  is 
technically,  literally  correct  in  the  literal  reading  of  the 
restraining  order," 

The  court  continued: 

"So,  literally  read,  it  is  true  that  in  order  to  vio- 
late the  language  of  this  injunction  it  would  be  neces- 
sary for  the  advertising  material  to  prescribe  and 
recommend  and  suggest  the  use  of  the  product  for  the 
treatment  of  a  condition  or  an  ill  or  a  disease  not  re- 
ferred to  in  the  label."  [R.  78.]  *  *  *  T  think 
the  injunction  should,  possibly,  have  been  worded  in 
the  disjunctive  instead  of  the  conjunctive."  [R.  78.] 
*  *  *  "My  view  is  that  defendant  attempted  to 
obey  the  words  but  not  the  spirit  of  the  prohibiton." 
[R.  78.] 

It  is  clear,  we  submit,  that  there  is  no  evidentiary  basis 
beyond  a  reasonable  doubt  of  a  criminal  disregard  of  the 
injunction  of  the  court  below;  for  it  is  only  "one  who 
defies  the  public  authority  and  zvilfully  refuses  his  obedi- 
ence," who  is  guilty  of  contempt.  United  States  ?'.  United 
Mine  Workers,  91  L.  Ed.  884,  918  (italics  ours).  And 
there  is  similarly  no  basis  for  the  conclusion,  reached  by 
the  trial  court  upon  the  hearing  upon  the  order  to  show 
cause  [R.  53],  that  appellant  Colgrove  had  not  purged 
himself  of  criminal  contempt. 
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B.     Moreover,  Even  Aside  From  the  Facts  Discussed  Above, 
Other  Evidentiary  Defects  Are  Present  in  the  Record. 

(1) 

There  is  no  evidence,  for  instance,  that  the  label  or  the 
advertising  involved  in  the  case,  and  upon  which  the  find- 
ings of  the  court  below  must  rest,  were  in  use  by  appellants 
on  the  date  of  the  hearing  or  the  trial  below. 

The  record  demonstrates  [R.  53]  that  the  trial  court 
merely  assumed  that  the  label  and  the  advertising  were 
then  in  use.     The  court  stated  [R.  53]  : 

"Is  it  still  being  used,  that  type  of  advertisement? 
There  is  no  showing  it  is  not  still  being  used.  /  as- 
sume it  is  and  the  label  is."     (Italics  ours.) 

No  citation  of  authority  is  required  for  the  proposition 
that  a  criminal  contempt  proceeding  or  a  criminal  cause 
cannot  be  predicated  or  proceed  upon  findings  of  positive 
facts  made  on  the  basis  of  assumptions  based  upon  absence 
of  proof.  And  no  finding  of  guilt  in  either  a  criminal  con- 
tempt proceeding  or  in  a  criminal  cause,  both  requiring 
proof  beyond  a  reasonable  doubt,  can  be  bottomed  upon 
such  "evidence." 

(2) 
Then,  there  is  nothing  in  the  record  to  show  that  the 
label  was  not  sufficiently  specific  in  its  directions  for  use 
of  the  contents.  No  proof  was  offered  by  the  Government 
to  support  its  contention  of  misbranding  and  no  proof  was 
offered  to  show  that  the  label  did  not  comply  with  the  law. 

The  label  on  its  face  [see  e.  y.  R.  4]  bears  specific  "Di- 
rections" for  use.  Nothing  in  the  record  shows  that  these 
directions  were  either  inadequate  or  misleading,  either  as 
to  the  conditions  mentioned  directly  on  the  label,  or  even 
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those  which  the  Government  contended  were  additional 
conditions,  allegedly  mentioned  in  the  newspaper  adver- 
tisements. As  far  as  the  record  shows,  the  directions  for 
use  contained  on  the  label,  are  complete  and  adequate. 

As  the  court  below  remarked  [R.  73]  :  "This  is  a  field 
where,  as  I  understand  it,  medical  opinion  lacks  a  great 
deal  of  certainty."  Criminal  contempt  findings  should  be 
based  on  something  more  substantial  than  a  resolution  of 
conflicting  views  in  an  uncertain  field. 

(3) 

While  the  Government  apparently  contended  below  that 
the  conditons  referred  to  in  the  newspaper  advertisements 
were  additional  to  those  mentioned  on  the  drug  label,  the 
record  is  devoid  of  proof  to  that  effect. 

On  the  contrary,  positive  uncontradicted  proof  is  present 
in  the  record  that  all  conditions  for  which  the  drug  here 
might  be  used,  are  fully  covered  by  the  terms  on  the  label. 

Thus  appellant  Colgrove  testified  without  contradiction 
[R.  59,  62-63]  that  those  conditions  which  the  Govern- 
ment claimed  were  mentioned  additionally  in  the  adver- 
tisements, were  in  fact  the  same  as  those  enumerated  on 
the  label;  that  he  had  the  label  reprinted  after  the  first 
injunction  was  issued  to  comply  with  its  terms  as  he  un- 
derstood them;  and  that  he  did  everything  within  his 
power  and  in  good  faith  to  conform  to  the  court's  require- 
ments [R.  63]. 

It  is  clear  that  this  is  "a  field  in  which,  apparently, 
medical  men  differ  widely.  It  is  a  field  in  which  remedies 
and  certainty  of  treatment  is  not  very  satisfactory,"  as 
the  court  said  below  [R.  80].  Plainly  no  basis  for  a  find- 
ing of  criminal  contempt  existed  in  this  case. 
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Without  going  into  further  detailed  discussion  of  the 
evidence,  or  rather  lack  of  evidence  necessary  to  sustain 
the  judgment  below,  we  submit  that  the  Government  has 
failed  to  meet  the  test  of  guilt  beyond  a  reasonable  doubt, 
and  that  the  conviction  here  should  be  reversed  on  that 
ground. 

POINT  V. 

The  Procedure  and  Proceedings  Were  in  Violation  of 
Due  Process  of  Law  Guaranteed  by  the  Fifth 
Amendment  to  the  Constitution  of  the  United 
States;  the  Judgments  Are  a  Nullity  and  Are 
Void. 

The  judgments  are  void.  The  entire  proceedings  in  this 
case  were  a  hotch-pot.  While  the  information  is  labeled 
"Re  Contempt  (Criminal)"  [R.  2],  they  were  neither 
criminal  nor  civil ;  they  were  neither  fish  nor  fowl ;  they 
were  neither  animal  nor  vegetable. 

We  take  it  that  in  a  criminal  contempt  proceeding  that 
the  Rules  of  Criminal  Procedure,  as  set  down  by  the  rules, 
must  be  complied  with  or  the  proceedings  are  a  nullity. 

Here  the  proceedings  started  out  as  a  civil  proceeding 
with  an  Order  to  Show  Cause  being  issued  against  the  de- 
fendants [R.  16].  This,  of  course,  followed  the  issuance 
of  the  information  [R.  2]  upon  the  appearance  of  the  de- 
fendants (by  defendants,  that  is  the  corporations  and  the 
defendant  Colgrove)  "to  show  cause  why  they  should  not 
be  punished  for  contempt"  [R.  17]. 

The  court  found  that  the  defendants  had  not  purged 
themselves  of  contempt  and  set  the  cause  for  trial  [R.  17]. 

There  was  no  arraignment  and  no  plea. 


I 


Without  an  arraignment  or  without  plea  a  criminal  pro- 
ceeding has  not  taken  place  and  the  procedure  and  pro- 
ceedings are  null  and  void. 

A.  The    Rules    of    Criminal    Procedure    Must   Be    Read   and 

Considered  Together. 

Arraignment  and  pleas  have  always  been  one  of  the 
safeguards  of  criminal  procedure  and  could  not  be  elimi- 
nated even  by  rules.  Therefore  the  judgments  were  null 
and  void. 

Due  process  was  not  complied  with  in  accordance  with  a 
Rule  of  Criminal  Procedure  covering  criminal  matters 
which  requires  an  arraignment,  plea  and  customary  pro- 
cedures consistent  with  criminal  cases. 

B.  Appellants   Were   Denied   a   Trial   in   the   Full    Sense   of 

the  Term. 

Although  the  court  below  purportedly  accorded  to  appel- 
lants a  "trial"  as  required  by  law,  no  trial  in  the  true 
sense  of  that  term  was  in  fact  had. 

As  we  have  stated  the  trial  court,  upon  the  filing  of  the 
Information  in  this  case,  issued  an  order  to  show  cause 
as  to  why  appellants  should  not  be  adjudged  guilty  of 
criminal  contempt  [R.  17]. 

On  December  8,  1947,  a  hearing  was  held  u]:)on  that 
order.  At  this  hearing,  the  Government  introduced  evi- 
dence in  the  form  of  exhibits,  including  a  stipulation  of 
facts  as  to  each  of  the  counts  of  the  Information  [R.  46- 
55,  18-20]. 

The  Government  attorney  stated  that  he  th(»ught  the  trial 
would  be  "obviated"  by  the  stipulation  [R.  46]. 
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The  court  considered  the  documentary  evidence  and  a 
stipulation  of  facts,  and  conckided  that  appellants  had  not 
purged  themselves  of  contempt,  and  ordered  that  a  trial  be 
held  [R.  53].  December  19  was  then  agreed  upon  as  the 
trial  date,  v^hereupon  the  court  indicated  that  it  "v^ould 
like  an  opportunity  to  study  this  evidence  that  has  been 
presented,  before  proceedings  here"   [R.  54]. 

Then  the  court  stated: 

'T  assume  that  what  has  been  offered  and  received 
here,  the  exhibits,  including  the  stipulation,  represents 
the  return  to  this  order  to  show  cause  and  may  be 
deemed  in  evidence  upon  the  trial;  is  that  right?" 

The  court  stated  finally: 

''The  evidence  introduced  here  this  afternoon  will 
be  part  of  the  evidence  upon  the  trial  now  set  for 
December  19th  at  10:00  o'clock." 

On  December  19  the  "trial"  was  held  [R.  55  ff.]. 

The  Government's  case,  when  presented,  comprising  less 
than  twenty  lines  in  the  record  [R.  55-56],  consisted  solely 
of  the  introduction  of  the  documents  previously  received  in 
evidence  at  the  show-cause  hearing  [R.  55-56].  Appellant 
Colgrove  then  testified  on  behalf  of  himself  [R.  56-66]. 

The  injunctions  were  not  introduced  in  evidence,  nor 
were  the  documents  or  evidence  upon  which  the  injunctions 
were  based. 

.\  criminal  contempt  proceeding  is  not  part  of  the 
original  cause.  {Gompcrs  v.  Bucks  Stove  &  Range  Co., 
221  U.  S.  418,  445,  446.)  Nothing  in  the  original  cause 
was  part  of  the  record  in  the  criminal  contempt  proceeding 
below. 
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Proof  of  criminal  intent  and  wilfulness  are  wholly 
lacking'  from  the  Government's  case  thus  made.  Like- 
wise  absent  is  any  proof  of  insufficiency  of  labeling  under 
the  Act. 

Moreover,  this  "evidence"  the  court  had  already  ac- 
cepted at  the  hearing  upon  the  show-cause  order,  in  wdiich 
it  had  concluded  that  appellants  had  not  "purged"  them- 
selves of  contempt. 

There  was  plainly  no  trial  here,  since  all  that  the  court 
did  was  to  go  through  formalities  representative  of  a 
trial,  but  to  which  the  court  in  fact  must  have  come,  since 
it  knew  the  evidence,  with  a  preconceived  conclusion  as  to 
appellants'  guilt,  and  a  preview  and  preliminary  study  of 
all  the  "evidence"  in  the  case. 

In  fact,  counsel  for  the  Government  stated  that  he  did 
not  feel  that  lengthy  argument  was  necessary  because  "I 
know^  that  your  honor  *  *  *  has  had  the  opportunity 
to  study  the  file  and  has  heard  the  matter  v/ithout  a  jury" 
[R.  66]. 

Manifestly  the  December  19th  proceeding  did  not  rise 
to  the  dignity  of  a  trial  as  guaranteed  by  the  laws  and  the 
Constitution  of  the  United  States. 

What  the  Judge  should  have  done,  we  submit,  was  to 
refer  the  matter  for  trial  to  another  Judge  of  the  court, 
and  not  try  the  cause  himself,  especially  since  the  court 
had  already  heard  the  evidence  against  appellants  and 
had,  at  the  show-cause  hearing,  reached  a  conclusion  ad- 
verse to  them  on  the  merits,  prior  to  the  trial  below. 
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C.  The  District  Court  Had  No  Jurisdiction  to  Enter  the 
Judgment  in  This  Case  Since  the  Judgment  Is  Based  Both 
Upon  Alleged  Contempts  and  Upon  Alleged  Violations  of 
Law  in  the  Commission  of  "Offenses." 

The  judgment  entered  against  appellants  by  the  court 
below  recites  that  they  were  convicted  of  "the  offenses" 
of  having,  on  given  dates,  "shipped  in  interstate  commerce 
a  product  which  failed  to  bear  specific  directions  for  the 
use  of  the  product"  [R.  36].  The  judgment  is  also  simul- 
taneously based  upon  a  conviction  of  appellants  of  having 
acted  "in  disregard  of  the  injunctions"  previously  issued 
by  that  court  [id.]. 

Manifestly  the  court  below  had  no  jurisdiction  in  this 
case  to  enter  any  judgment  based  upon  any  alleged  com- 
mission of  an  "oft'ense"  in  the  shipment  in  interstate 
commerce  of  any  articles  prohibited  under  the  food  and 
drug  law.  To  reach  and  convict  a  person  of  such  an 
offense,  a  criminal  proceeding  was  required,  with  all  the 
formalities  of  an  indictment  or  an  information,  an  arraign- 
ment, pleas,  setting  for  trial,  and  a  full  criminal  trial. 
None  were  present  here. 

The  "Information  re  Contempt  (Criminal)"  issued  by 
the  United  States  Attorney  in  this  case  is  an  instrument 
which  purports  to  inform  the  court  of  the  alleged  acts 
upon  which  criminal  contempt  proceedings  and  findings 
are  sought  to  be  predicated,  but  at  the  same  time  the 
document  is  couched  in  terms  present  in  criminal  informa- 
tions. It  states  in  part  that  "the  United  States  Attorney 
Charges,"  and  contains  nine  separate  "counts."  Each 
"count,"  however,  concludes  with  an  allegation  of  crim- 
inal contempt,  and  the  entire  document  ends  with  a 
"Wherefore"  clause,  seeking  an  order  to  show  cause 
[R,  15]. 
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Appellants  in  this  case  could  not  tell  with  any  degree 
of  certainty  whether  they  were  being  charged  with  the 
commission  of  nine  separate  crimes  by  this  instrument,  or 
called  upon  to  answer  allegations  of  criminal  contempt. 
They  certainly  were  entitled  to  greater  certainty  in  the 
charges.  (See,  e.  g.,  United  States  v.  Critikshank,  92 
U.  S.  542,  23  L.  Ed.  588.) 

Then,  since  the  'Tnformation"  in  the  case  and  the  pro- 
ceedings that  followed  it  did  not  conform  to  the  require- 
ments of  criminal  proceeding,  no  finding  of  the  commis- 
sion of  "offenses"  in  violation  of  the  Act,  and  no  convic- 
tion of  any  offenses  could  be  made  by  the  trial  court. 

The  judgment  below  is  thus  defective  and  beyond  the 
jurisdiction  of  the  court  below  upon  the  proceedings  before 
it,  and  should  be  set  aside. 

POINT  VI. 

There  Can  Be  No  More  Than  One  Count  for 
Contempt. 

In  Carter  v.  U.  S.,  135  F.  2d  858  (C.  C.  A.  5),  a 
sentence  of  both  fine  and  imprisonment  was  imposed.  The 
court  took  cognizance  of  the  fact  that  the  statute  pro- 
vided for  punishment  in  the  alternative,  even  though  not 
assigned  as  error,  and  said : 

^  'Tt  is  true  that  the  evidence  discloses  more  than 
one  act  of  contempt  and  if  two  acts  had  been  sepa- 
rately prosecuted  and  guilt  found  as  to  each,  one  of 
them  might  have  been  punished  by  fine  and  one  by 
imprisonment.  *  *  ^  (Citing  the  Hoffman  case, 
supra.)  But  here  there  was  only  one  general  charge 
of  contempt,  one  verdict  of  guilty,  and  one  judgment. 
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The  judgment  was  reversed  and  sent  back  to  the  District 
Court  for  further  proceedings.  This  case  followed  the 
case  of 

III  re  Bradley,  318  U.  S.  50,  where  the  Supreme  Court 
discharged  the  petitioner  from  custody  of  the  imprisonment 
portion  of  a  judgment  for  contempt  on  the  ground  that 
having  been  both  fined  and  imprisoned  when  the  statute 
provided  but  for  one  or  the  other,  and  the  fine  having 
been  paid,  the  defendant  was  entitled  to  his  release. 

And  in  Rapp  v,  U.  S.,  146  F.  2d  548,  the  Circuit  Court 
of  Appeals  for  the  Ninth  Circuit  affirmed  a  judgment 
convicting  the  appellant  of  six  counts  of  contempt  in 
charging  and  receiving  rents  in  excess  of  the  ceiling  from 
six  different  tenants. 

See  also  Hoffman  v.  U.  S.,  13  F.  2d  278,  holding 
similarly. 

In  People  z'.  Stephens,  79  Cal.  428,  it  is  said: 

"The  essential  element  of  the  offense  was  the  same 
act  in  both  cases.  In  Regina  v.  Erlington,  9  Cox 
C.  C.  86,  Cockburn,  C.  J.,  said:  'It  is  a  fundamental 
rule  of  law  that  out  of  the  same  facts  a  series  of 
charges  shall  not  be  preferred.' 

Bishop  says :  'To  give  our  constitutional  provision 
the  force  evidently  meant,  and  to  render  it  efifective, 
"the  same  offense"  must  be  interpreted  as  equivalent 
to  the  same  criminal  act.'  (1  Bishop's  Crim.  L. 
1060.)  'The  state  cannot  split  up  one  crime  and 
prosecute  it  in  parts.  A  prosecution  for  any  part  of 
a  single  crime  bars  any  further  prosecution  based 
upon  the  whole  or  a  part  of  the  same  crime.'  (Jack- 
son v.  State,  14  Ind.  327.)" 
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POINT  VII. 
The  Sentences  Were  Excessive. 

The  sentences   in  this  case  were  clearly  excessive. 

As  we  have  demonstrated  above,  the  injunction,  even 
if  it  were  within  the  power  of  the  court  below  to  issue, 
was  ambiguous  to  the  point  that  the  court  itself  stated 
that  appellants  obeyed  it  as  written,  but  not  in  its  spirit. 

Conclusion. 

The  court  was  without  jurisdiction  to  issue  the  order; 
newspaper  advertising  is  not  forbidden  by  the  statute;  the 
procedure  and  proceeding  was  null  and  void;  the  evidence 
was  insufficient  to  support  the  verdicts  and  judgments  of 
the  court,  the  judgments  were  excessive  and  beyond  the 
jurisdiction  of  the  court.  Therefore,  they  should  be 
reversed  and  set  aside,  with  directions  to  dismiss  the  case. 

Respectfully   submitted, 

Morris  Lavine, 

Attorney  for  Appellants. 
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I. 

Statement  of  Jurisdiction. 

The  District  Court  had  jurisdiction  to  try  the  defendants 
pursuant  to  Title  21,  U.  S.  C,  Section  332(b),  and  Title 
28,  U.  S.  C,  Sections  385  and  387. 

Under  Title  28,  U.  S.  C,  Sections  225  (a)  and  (d),  this 
Court  has  authority  to  review  the  judgments  of  the  Dis- 
trict Court. 
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II. 
Statutory  Provisions  Involved. 

Federal  Food,  Drug,  and  Cosmetic  Act. 

"Section  301.     Prohibited  acts  [21  U.  S.  C.  331.1 

The    following   acts   and   the   causing   thereof   are 
hereby  prohibited: 

(a)  The  introduction  or  delivery  for  introduction  in- 
to interstate  commerce  of  .  .  .  drug  .  .  .  that 
is  misbranded." 

"Section  201.    Definitions;  generally  .    [21  U.  S.  C. 
321.] 

For  the  purposes  of  this  chapter — 

(g)  The  term  'drug'  means  .  .  .  (2)  articles  intend- 
ed for  use  in  the  diagnosis,  cure,  mitigation, 
treatment,  or  prevention  of  disease  in  man  or 
other  animals    .    .    ." 

"Section  502.     Misbranded  drugs  and  devices.    [21 
U.  S.  C.  352.] 

A  drug  shall  be  deemed  to  be  misbranded — 

(a)  If  its  labeling  is  false  or  misleading  in  any  par- 
ticular. 

(f)  Unless  its  labeling  bears  (1)  adequate  directions 
for  use;  and  (2)  such  adequate  warnings  against 
use  in  those  pathological  conditions  or  by  chil- 
dren where  its  use  may  be  dangerous  to  health, 
or  against  unsafe  dosage  or  methods  or  duration 
of  administration  or  appHcation,  in  such  manner 
and  form,  as  are  necessary  for  the  protection  of 
users    .     .     ." 


"Section  302.  Injunction  proceedings — Jurisdiction 
of  courts.    [21  U.  S.  C.  332.] 

(a)  The  district  courts  of  the  United  States  .  .  . 
shall  have  jurisdiction,  for  cause  shown  .  .  . 
to  restrain  violations  of  section  301  [21  U.  S.  C. 
331]     ... 

(b)  In  case  of  violation  of  an  injunction  or  restrain- 
ing order  issued  under  this  section,  which  also 
constitutes  a  violation  of  this  chapter,  trial  shall 
be  by  court,  or  upon  demand  of  the  accused,  by 
a  jury.  Such  trial  shall  be  conducted  in  accord- 
ance with  the  practice  and  procedure  applicable 
in  the  case  of  proceedings  subject  to  the  provi- 
sions of  section  387  of  Title  28,  as  amended." 

Other  Statutes  Relating  to  Criminal  Contempt. 
Title  28,  U.  S.  C. 

"Section  385.    Administration  of  oaths;  contempts. 

The  courts  of  the  United  States  shall  have  power 
.  .  .  to  punish,  by  fine  gr  imprisonment,  at  the  dis- 
cretion of  the  court,  contempts  of  their  authority. 
Such  power  to  punish  contempts  shall  not  be  construed 
to  extend  to  any  cases  except  .  .  .  the  disobedience 
.  .  .  by  any  party  ...  to  any  lawful  writ, 
process,  order,  rule,  degree,  or  command  of  the  said 
courts." 

Federal  Rules  of  Criminal  Procedure. 
"Rule  42.     Criminal  Contempt. 

(b)  Disposition  Upon  Notice  and  Hearing.  A 
criminal  contempt  except  as  provided  in  subdivision 
(a)  of  this  rule  shall  be  prosecuted  on  notice.  The 
notice  shall  state  the  time  and  place  of  hearing,  allow- 


ing  a  reasonable  time  for  the  preparation  of  the  de- 
fense, and  shall  state  the  essential  facts  constituting 
the  criminal  contempt  charged  and  describe  it  as  such. 
The  notice  shall  be  given  orally  by  the  judge  in  open 
court  in  the  presence  of  the  defendant  or,  on  applica- 
tion of  the  United  States  attorney  or  of  an  attorney 
appointed  by  the  court  for  that  purpose,  by  an  order 
to  show  cause  or  an  order  of  arrest.  The  defendant 
is  entitled  to  a  trial  by  jury  in  any  case  in  which  an 
act  of  Congress  so  provides.  He  is  entitled  to  admis- 
sion to  bail  as  provided  in  these  rules.  If  the  con- 
tempt charge  involves  disrespect  to  or  criticism  of  a 
judge,  that  judge  is  disqualified  from  presiding  at 
the  trial  or  hearing  except  with  the  defendant's  con- 
sent. Upon  a  verdict  or  finding  of  guilt  the  court 
shall  enter  an  order  fixing  the  punishment." 

Regulations  Promulgated  by  Federal  Security  Adminis- 
trator. 

Title  21,  Code  of  Federal  Regulations,  Cumulative  Sup- 
plement, page  5224,  as  amended  by  1946  Supplement, 
page  2952. 

"§2.106.    Drugs  and  devices;  directions  for  use. 

(a)  Directions  for  use  may  be  inadequate  by  reason 
(among  other  reasons)  of  omission,  in  whole  or 
in  part,  or  incorrect  specification  of: 

(1)  Directions  for  use  in  all  conditions  for 
which  such  drug  or  device  is  prescribed, 
recommended,  or  suggested  in  its  labeling, 
or  in  its  advertising  disseminated  or  spon- 
sored by  or  on  behalf  of  its  manufacturer 
or  packer,  or  in  such  other  conditions,  if  any 
there  be,  for  which  such  drug  or  device  is 
commonly  and  effectively  used; 
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(2)  Quantity  of  dose  (including  quantities  for 
persons  of  different  ages  and  different  phy- 
sical  conditions) ; 

(3)  Frequency  of  administration  or  application; 

(4)  Duration  of  administration  or  application; 

(5)  Time  of  administration  or  application  (in 
relation  to  time  of  meals,  time  of  onset  of 
symptoms,  or  other  time  factor) ; 

(6)  Route  or  method  of  administration  or  ap- 
plication; or 

(7)  Preparation  for  use  (shaking,  dilution,  ad- 
justment of  temperature,  or  other  manipula- 
tion or  process)." 

III. 

Statement  of  the  Facts. 

In  order  that  this  Court  may  consider  this  case  in  its 
proper  setting,  it  is  necessary  to  outline  the  history  of  de- 
fendants' operations  as  they  appear  in  the  Record  and  in 
other  sources  which  the  Court  may  judicially  notice. 

For  a  number  of  years,  defendants  have  been  marketing 
two  products  on  an  extensive  national  scale,  one  labeled 
Colusa  Natural  Oil,  and  the  other  designated  as  Colusa 
Natural  Oil  in  capsules.  [R.  59-60;  see  also  R.  31-32 
(part  of  Def.  Ex.  A)  enumerating  58  newspapers  in  which 
the  products  have  been  advertised.] 

The  labeling  of  these  products  declares  that  they  con- 
sist of  a  natural  unrefined  petroleum  oil.  [R.  22.] 
Throughout  the  years,  defendants  have  been  oft'ering  this 
oil  to  the  public  as  beneficial  and  efficacious  in  the  treat- 
ment and  cure  of  a  variety  of  skin  diseases  iricluding 
psoriasis,  eczema,  poison  ivy,  poison  oak,  athlete's   foot, 


leg  ulcers,  acne,  itch,  open  sores,  burns,  cuts,  ringworm, 
varicose  ulcers,  bed  sores,  piles,  and  scaley  red  face.  |  R. 
20,  PI.  Ex.  1 ;  Empire  Oil  &  Gas  Corporation  ct  al.  v. 
United  States,  136  F.  2d  868,  869  (C.  C.  A.  9,  1943).] 

Investigations  and  controlled  clinical  studies  have  demon- 
strated that  Colusa  Natural  Oil  in  capsules  or  otherwise 
is  simply  crude  oil  and  worthless  in  the  treatment  of  the 
skin  diseases  for  which  it  was  offered,  and  may  under  some 
circumstances  even  produce  a  harmful  effect.  ( United 
States  2>.  9  Bottles  .  .  .  "Colusa  Natural  Oil/'  78  Fed. 
Supp.  721  (N.  D.  Iowa,  Nov.  26,  1947).) 

To  prevent  continued  marketing  of  this  oil,  the  Govern- 
ment has  successfully  resorted  to  many-pronged  action 
under  the  Federal  Food,  Drug,  and  Cosmetic  Act  including 
seizure,  criminal  prosecution,  injunction,  and  criminal  con- 
tempt. 

Since  1940,  the  District  Courts  in  practically  every 
judicial  district  have  effected  large  scale  seizures  and  con- 
demnations of  these  products  wherever  they  could  be 
found.  (See  Drugs  and  Devices  Notices  of  Judgment 
issued  by  the  Federal  Security  Administrator  pursuant  to 
21  U.  S.  C,  375(a),  especially  Nos.  1384  and  2087  which 
alone  comprise  110  different  actions.)^  Most  of  these  ac- 
tions resulted  in  condemnation  by  default.  A  group  of 
such  consolidated  seizure  actions  was  recently  tried  in  the 
Northern  District  of  Iowa  and  resulted  in  the  Court's  con- 
demning the  products  and  unequivocally  declaring  their 
worthlessness  for  the  disease  conditions  for  which  they 
were    then    offered    in    their    labeling,    namely,    psoriasis. 


^Judicial  notice  has  been  taken  of  such  Notices  of  Judgment  in 

Libbw  McNeill  &  Lihbv  v.  United  Stales,  148  F.  2(1  71.  7i,  footnote 
3  (C.  C.  A.  2,  1945)." 


eczema,  athlete's  foot,  and  leg  ulcers.  (United  States  v. 
9  Bottles  .  .  .  "Colusa  Natural  Oil,"  supra.)  Colusa 
Remedy  Company  has  noted  an  appeal  in  that  case  but 
at  this  writing  has  not  yet  perfected  it. 

In  the  meantime,  seizure  action  alone  having  proved  in- 
effective to  compel  defendants  to  desist  from  misbranding 
their  products,  the  United  States  had  proceeded  in  1942 
by  way  of  criminal  prosecution  in  the  Northern  District 
of  California  against  defendant  Chester  Walker  Colgrove 
and  the  Empire  Oil  and  Gas  Company.  (The  latter  com- 
pany, controlled  by  defendant  Colgrove,  was  subsequently 
metamorphosed  into  Colusa  Remedy  Co.  by  said  defend- 
ant.) There  the  issue  was  whether  the  labeling  of  the  oil 
was  false  or  misleading  in  representing  it  as  useful  in  the 
treatment  of  eczema,  psoriasis,  acne,  ringworm,  athlete's 
foot,  burns,  cuts,  poison  ivy,  and  poison  oak.  After  a 
jury  trial,  defendants  were  convicted.  This  Court  reversed 
on  the  ground  that  a  witness  produced  by  defendants  was 
competent  to  answer  certain  questions  ruled  out  by  the 
trial  court.  {Empire  Oil  &  Gas  Corp.  et  al.  i'.  United 
States,  supra.)  Upon  remand,  defendants  pleaded  nolo 
contendere.  Defendant  Colgrove  was  fined  $1500  and  the 
defendant  corporation  was  fined  $3.  In  addition,  defend- 
ant Colgrove  was  sentenced  to  6  months  in  jail,  such  sen- 
tence to  terminate  on  the  payment  of  the  fine.  [Drug  and 
Dez'ice  Notice  of  Judgment  No.  1040.) 

Apparently,  fines  and  continuous  confiscation  of  mer- 
chandise were  insufficient  to  cause  defendants  to  discon- 
tinue a  lucrative  interstate  business.  [R.  59.]  As  a  result 
of  their  search  for  a  loophole  in  the  law  |  R.  59.  61-63], 
they  changed  the  labeling  of  their  products  so  that  in  19!  5 
the  labeling  failed  to  mention  any  disease  conditions  for 
which  the  products  were  offered.    [PI.  Ex.  3,  R.  23.]    The 


new  promotional  line  was  for  the  defendants  to  proclaim 
the  alleged  remarkable  attributes  of  their  products  in  large 
newspaper  advertisements  throughout  the  country.  [R.  59, 
PI.  Ex.  1,  R.  21.] 

Theretofore,  enforcement  actions  had  been  based  upon 
the  charge  that  the  oil  was  misbranded  because  its  labeling 
bore  false  and  misleading  therapeutic  claims  in  violation 
of  21  U.  S.  C.  v352(a).  Defendants'  therapeutic  claims 
were  now  confined  to  newspaper  advertising. 

However,  under  21  U.  S.  C,  352(f)(1),  a  drug  is 
deemed  misbranded  if  its  labeling  fails  to  bear  adequate 
directions  for  use.  Upon  Complaint  by  the  United  States, 
the  District  Court  for  the  Southern  District  of  California 
found  that  the  new  labeling  utilized  by  defendants  failed 
to  bear  adequate  directions  for  use  in  the  conditions  for 
which  it  was  prescribed,  recommended,  and  suggested  in 
defendants'  advertising.  The  Court  then  issued  a  pre- 
liminary injunction  on  February  24,  1947,  restraining  the 
defendants  from  shipping  their  oil  interstate 

"without  a  label  containing  specific  directions  for  the 
use  of  such  product  in  the  treatment  of  all  conditions, 
ills  and  diseases  for  which  such  product  is  prescribed, 
recommended,  and  suggested,  in  the  advertising  ma- 
terial disseminated  or  sponsored  by  or  on  behalf  of 
the  defendants  or  either  of  them;  which  directions 
shall  include  the  quantity  of  the  dose  (including  quan- 
tities for  different  ages  and  different  physical  con- 
ditions) to  be  taken  or  applied  in  the  treatment  of 
each  of  such  conditions,  ills  and  diseases,  as  well  as 
the  recommended  frequency  and  duration  of  adminis- 
tration or  application  of  such  dosage." 


On  April  23,  1947,  with  the  zmHtten  and  signed  consent  of 
the  defendants,  the  Court  issued  a  permanent  injunction 
using  the  identical  language  quoted  above,  except  that  the 
words  "adequate  directions"  were  substituted  for  the 
words  "specific  directions."  [R.  2,  3;  PI.  Ex.  4,  R.  23- 
24.] 

Defendants  understood  the  requirement  of  the  injunc- 
tions that  the  labels  on  their  products  had  to  state  the 
disease  conditions  for  which  they  were  offered  in  the  ad- 
vertising. [R.  59.]  They  devised  a  new  label  which  stated 
that  the  Colusa  Natural  Oil  was  ''intended  for  use  in  treat- 
ment of  Psoriasis,  Eczema,  Athlete's  Foot  and  Leg  Ul- 
cers" [R.  22],  whereas  their  previous  label  had  men- 
tioned no  disease  conditions  at  all.    [R.  23.] 

Defendants  then  changed  their  advertising  to  high- 
light the  same  four  disease  conditions  which  they  now 
listed  in  their  new  label,  namely,  psoriasis,  eczema,  ath- 
lete's foot,  and  leg  ulcers.  [PI.  Ex.  1,  R.  20.]  However, 
the  body  of  the  advertising  continued  as  before  to  give 
glowing  reports  of  benehts  derived  in  these  and  eight 
other  conditions.  [PI.  Ex.  1,  R.  20.]  Thus,  under  the 
heading  "summary  of  clinical  reports  on  28  cases,'' 
there  is  a  quotation  of  a  report  allegedly  from  a  Texas 
doctor  that  with  this  oil  he  had  completely  cured  patients 
suffering  from  psoriasis,  eczema,  leg  ulcers,  athlete's  foot, 
and  poison  ivy  or  oak. 

Similarly,  under  the  heading  "thousands  of  doctors 

ARE  COLUSA  CUSTOMERS EXCERPTS  FROM   A  FEW  OF  THEIR 

REPORTS,"  there  are  alleged  quotations  describing  cures  in 
the  following  diseases :  eczema,  poison  ivy,  athlete's  foot, 
leg  ulcers,  bed  sore,  burns,  psoriasis,  acne,  rinyivorni. 
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Under  the  heading  'excerpts  from  reports  by  drug- 
gists," preceded  by  the  statement  "Druggists  in  17  states 
report  89  stubborn  cases  where  Colusa  succeeded  after 
other  medicines  and  doctoring  failed,"  there  are  reports  of 
cures  of  eczema,  athlete's  foot,  scaley  red  face,  psoriasis, 
acne. 

A  final  heading  "thousands  of  users  write  letters 
OF  praise"  includes  an  alleged  quotation  from  a  testi- 
monial writer  that  he  had  been  cured  of  itch. 

Counts  1-8  of  the  instant  Criminal  Contempt  Informa- 
tion are  based  upon  eight  different  interstate  shipments  of 
Colusa  Natural  Oil  bearing  the  new  label  recommending 
the  drug  for  psoriasis,  eczema,  athlete's  foot,  and  leg  ul- 
cers. In  conjunction  with  these  shipments,  defendants 
launched  an  extensive  nationwide  advertising  campaign 
specifically  directing  prospective  customers  to  the  drug 
stores  that  were  the  consignees  of  these  shipments.  These 
facts  are  set  forth  in  the  Criminal  Information,  and  stipu- 
lated to  as  correct.  [R.  2-14,  23-24,  31-2.]  As  pointed 
out,  the  advertising  [PI.  Ex.  1,  R.  20]  held  out  unequivo- 
cal promise  of  benefit  not  only  in  the  treatment  and  cure 
of  psoriasis,  eczema,  athlete's  foot  and  leg  ulcers  (the 
diseases  mentioned  on  the  new  label),  but  also  in  the  treat- 
ment and  cure  of  poison  ivy,  poison  oak,  bed  sore,  burns, 
acne,  ringworm,  scaly  red  face,  and  itch  diseases  not  men- 
tioned on  the  new  label. 

Defendants  waived  their  right  to  a  jury  trial  and  to 
special  findings  of  fact.  [R.  25.]  After  full  trial  before 
the  Court,  defendants  were  found  guilty  of  criminal  con- 
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tempt  as  charged  in  Counts  1-8,  and  not  guilty  as  to  Count 
9.     [R.  78-79.] 

Defendant  Colusa  Remedy  Company  was  sentenced  to 
pay  fines  totalling  $5000.  [R.  35.]  Defendant  Chester 
Walker  Colgrove  was  sentenced  to  pay  fines  totalling 
$4000.  He  was  also  sentenced  to  imprisonment  for  four 
six-month  terms  to  run  consecutively.  Execution  of  all 
sentences  as  to  defendant  Colgrove  was  suspended  for  a 
probationary  period  of  five  years,  one  of  the  terms  of 
probation  being  payment  of  the  $4000  fine  in  installments. 
[R.  36-38.] 

IV. 
Questions  Involved. 

(1)  Did  the  District  Court  have  jurisdiction  to  issue 
the  preliminary  and  permanent  injunctions? 

(2)  Is  there  substantial  evidence  to  support  the  District 
Court's  judgments  holding  the  defendants  guilty  of  crim- 
inal contempt  on  Counts  1-8  of  the  Information? 

(3)  Were  defendants  deprived  of  any  procedural  rights 
in  the  contempt  proceedings? 

(4)  If  defendants  are  adjudged  guilty  of  criminal  con- 
tempt on  eight  different  counts  involving  eight  separate 
contumacious  acts,  may  the  District  Court  impose  a  sepa- 
rate sentence  of  either  fine  or  imprisonment  on  each  of 
such  counts? 
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V. 
ARGUMENT. 

From  the  factual  background  of  this  case,  it  is  obvious 
that  the  defendants,  over  the  course  of  the  years,  have 
demonstrated  considerable  ingenuity  in  their  search  for  a 
means  to  circumvent  and  nullify  the  Federal  Food,  Drug, 
and  Cosmetic  Act.  They  have  been  steadfast  in  their 
objective  of  continuing  to  make  extravagant  and  baseless 
therapeutic  claims  for  their  Colusa  Natural  Oil  to  a 
gullible  segment  of  the  public.^ 

The  Government's  theory  in  its  enforcement  actions 
against  the  defendants  under  the  Federal  Food,  Drug,  and 
Cosmetic  Act  is  divided  into  two  parts.  ( 1 )  If  the  label- 
ing of  the  oil  conveys  the  impression  that  the  oil  is  thera- 
peutically useful  in  the  treatment  of  specifically  enumerated 
disease  conditions,  then,  since  the  oil  is  worthless,  the 
labeling  is  false  and  misleading  in  violation  of  21  U.  S.  C. 
352(a)  United  States  v.  9  Bottles  .  .  .;  "Colusa 
Natural  Oil,''  supra.  (2)  If  the  labeling  fails  to  state 
any  disease  conditions  for  which  the  oil  is  offered — the 
oil  being  a  drug  within  21  U.  S.  C.  321(g)(2)  because 
it  is  intended  for  use  in  the  treatment  and  cure  of  disease 
conditions  as  evidenced  by  claims  in  its  advertising — then 
the  labeling  fails  to  bear  adequate  directions  for  use  in 
violation  of  21  U.  S.  C.  352(f)(1),  since  it  fails  to  state 
essential  information — c.  g.,  the  disease  conditions  for 
which  it  is  offered.  We  will  discuss  this  point  at  greater 
length  later  in  the  brief. 


-Even  now,  the  story  recited  above  is  not  finished.  Still  another 
injunction  proceeding  is  now  pending-  in  the  Southern  District  of 
California  (No.  8572  O'C  Civil)  to  prevent  further  interstate  ship- 
ments of  the  same  products  with  yet  a  new  label. 
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A.     Most  of  Appellants'  Brief  Deals  With  Points  Not 
Included  in  Their  Assignment  of  Errors. 

Rule  2(d)  of  this  Court's  rules  relating  to  criminal 
appeals  declares  that  "errors  not  assigned  according  to 
this  rule  will  be  disregarded,  but  the  Court,  at  its  option, 
may  notice  a  plain  error  not  assigned." 

Appellants'  assignment  of  errors  is  its  statement  of 
^'Points  Upon  Which  Appellant  Intends  to  Rely  Upon 
Appeal."  [R.  82-84.]  That  statement  enumerates  nine 
alleged  errors  of  the  District  Court. 

In  their  brief,  however,  appellants  argue  seven  points, 
five  of  which  are  not  included  in  their  assignment  of 
errors.  The  five  points  thus  argued  are  (1)  The  Original 
Order  of  the  District  Court  of  the  United  States  Was  Not 
a  Valid  Order  (App.  Br.  pp.  10-17);  (2)  The  Injunction 
of  the  Court  Below  Was  Beyond  Its  Powers  Under  the 
Food  and  Drug  Act  (App.  Br.  pp.  17-19);  (3)  The  At- 
tempt to  Control  Newspaper  Advertising  by  Injunction  Is 
Contrary  to  the  Constitution  of  the  United  States  (App. 
Br.  pp.  20-23) ;  (4)  There  Can  Be  No  More  Than  One 
Count  for  Contempt  (App.  Br.  pp.  34-35);  (5)  The  Sen- 
tences Were  Excessive  (App.  Br.  p.  36). 

Under  Rule  37(a)  ( 1 )  of  the  Federal  Rules  of  Criminal 
Procedure,  it  appears  that  assignments  of  error  are  now 
abolished.  However,  appellants  did  file  an  assignment  of 
errors  and  it  was  upon  the  basis  of  that  assignment  that 
the  Government  agreed  to  having  the  record  printed  in  its 
present  restricted  form,  eliminating  therefrom  a  consider- 
able amount  of  material  bearing  upon  the  sentence  to  be 
imposed  upon  defendants  and  made  a  part  of  the  record 
before  the  District  Court  at  the  time  of  sentencing. 
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B.     The  Preliminary  and  the  Permanent  Injunctions 
Issued  by  the  District  Court  Are  Valid. 

The  permanent  injunction  in  this  case  was  issued  by  the 
District  Court  upon  written  consent  of  the  appellants.  No 
appeal  was  taken  and  no  attempt  was  made  by  the  appel- 
lants to  modify  the  injunction  or  to  correct  any  alleged 
error  therein.  Appellants  having  been  convicted  of  crim- 
inal contempt  for  disobeying  the  conditions  of  the  prehmi- 
nary  and  permanent  injunctions,  now  seek  to  attack  the 
validity  of  these  injunctions  collaterally. 

1.  Review  of  an  Injunction  in  a  Collateral  Pro- 
ceeding, AS  Here,  Is  Restricted  to  the  Question 
OF  Whether  the  District  Court  Had  Jurisdic- 
tion Over  the  Parties  and  Subject  Matter. 

It  is  settled  that  alleged  errors  in  an  injunction  "must 
be  corrected  by  appeal  and  not  by  disobedience."  Clarke  v. 
Federal  Trade  Comnussion,  128  F.  2d  542,  543  (C.  C.  A. 
9,  1942). 

Of  course,  if  an  order  is  void  because  issued  by  a  court 
without  jurisdiction  of  the  subject  matter  or  parties  liti- 
gant, disobedience  thereof  is  not  a  criminal  contempt. 
Beauchamp  v.  United  States,  76  F.  2d  663,  668  (C.  C.  A. 
9,  1935).  As  we  shall  point  out,  there  is  no  doubt  that 
in  the  instant  case  the  District  Court  had  complete  juris- 
diction over  the  parties  and  subject  matter  in  issuing  the 
injunctions.  This  being  so,  the  injunctions  should  have 
been  obeyed,  for  as  this  Court  said  in  Western  Fruit 
Growers  v.  Gotfried,  136  F.  2d  98,  100  (C.  C.  A.  9, 
1943): 

".  .  .  if  a  court  has  jurisdiction  over  both  the 
[lartics  and  tlie  subject  matter,  an  order  must  be 
obeyed  so  long  as  it  remains  the  order  of  the  court." 
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In  United  States  v.  United  Mine  Workers  of  America, 
330  U.  S.  258  (1947),  the  Supreme  Court  narrowly  de- 
fined the  permissible  scope  of  collateral  attack  on  an  in- 
junction in  a  criminal  and  civil  contempt  proceeding  based 
upon  violation  of  the  injunction.  Even  the  unconstitution- 
ality of  the  underlying  statute  does  not  authorize  violation 
of  an  injunction  nor  protect  the  violator.  On  page  293 
the  Court  said: 

*'.  .  .  an  order  issued  by  a  court  with  jurisdiction 
over  the  subject  matter  and  person  must  be  obeyed  by 
the  parties  until  it  is  reversed  by  orderly  and  proper 
proceedings.  This  is  true  without  regard  even  for 
the  constitutionality  of  the  Act  under  which  the  order 
is  issued.  In  Howat  v.  Kafisas,  258  U.  S.  181, 
189-90  (1922),  this  Court  said: 

'An  injunction  duly  issuing  out  of  a  court  of 
general  jurisdiction  with  equity  powers  upon 
pleadings  properly  invoking  its  action,  and  served 
upon  persons  made  parties  therein  and  within  the 
jurisdiction,  must  be  obeyed  by  them  however 
erroneous  the  action  of  the  court  may  be,  even 
if  the  error  be  in  the  assumption  of  the  validity 
of  a  seeming  but  void  law  going  to  the  merits  of 
the  case.  It  is  for  the  court  of  first  instance  to 
determine  the  question  of  the  validity  of  the 
lazu,  and  until  its  decision  is  rez^ersed  for  error 
by  orderly  review,  either  by  itself  or  by  a  higher 
court,  its  orders  based  upon  its  decisions  are  to  be 
respected,  and  disobedience  of  them  is  contempt 
of  its  lawful  authority,  to  be  punished.'  "  (Em- 
phasis added.) 
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As  we  have  mentioned,  no  appeal  was  taken  from  the 
consent  decree  of  injunction  issued  in  the  instant  case. 
The  fact  that  the  permanent  injunction  here  w^as  entered 
by  consent  has  special  significance  in  restricting  further 
the  scope  of  collateral  attack.  This  was  emphasized  by 
the  Supreme  Court  in  Swift  &  Co.  v.  United  States,  276 
U.  S.  311,  324  (1928),  where  defendants  were  seeking 
by  a  collateral  proceeding  to  vacate  a  consent  decree  of 
injunction : 

"But  'a  decree,  which  appears  by  the  record  to  have 
been  rendered  by  consent,  is  always  affirmed,  without 
considering  the  merits  of  the  case.'  .  .  .  Where, 
as  here,  the  attack  is  not  by  appeal  or  by  bill  of  re- 
view, but  by  a  motion  to  vacate,  filed  more  than  four 
years  after  the  entry  of  the  decree,  the  scope  of  the 
inquiry  may  be  even  narrower.'' 

Defendants  in  the  Szuift  case  also  argued,  as  do  appellants 
here  (App.  Br.  pp.  15-17),  that  the  decree  was  too  vague 
and  general  in  some  of  its  terms.  The  Court  said  in  dis- 
missing this  objection  (p.  328)  : 

the  defendants   by   their   consent   lost   the 
opportunity  of  raising  the  question  on  appeal." 

And  on  page  330,  the  Court,  again  stressing  the  narrow 
scope  of  collateral  attack  upon  an  injunction,  declared : 

"But  the  Court  had  jurisdiction  of  the  subject  matter 
and  of  the  parties.  And  even  gross  error  in  the  de- 
cree would  not  render  it  void." 

Another  argument  made  in  the  Swift  case  was  that  the 
decree  was  void  because  the  injunction  was  not  limited  to 
acts  in  interstate  commerce.  Appellants  here  make  a 
similar  argument  in  asserting  that  the  issuance  of  the 
injunction  was  beyond  the  District  Court's  power  under 


—17— 

the  Food  and  Drug  Act  in  that  it  assertedly  encompassed 
more  in  its  decree  than  the  statute  authorizes.  (App.  Br. 
pp.  17-19.)  Assuming  arguendo  that  this  were  so,  the 
Supreme  Court  in  rejecting  the  similar  contention  made 
in  the  Szvift  case  has  effectively  disposed  of  appellants' 
argument  (p.  331): 

"If  the  Court,  in  addition  to  enjoining  acts  that  were 
admittedly  interstate,  enjoined  some  that  were  wholly 
intrastate  and  in  no  way  related  to  the  conspiracy  to 
obstruct  interstate  commerce,  it  erred;  and  had  the 
defendants  not  waived  such  error  by  their  consent, 
they  might  have  had  it  corrected  on  appeal.  But  the 
error,  if  any,  does  not  go  to  the  jurisdiction  of  the 
court.  The  power  to  enjoin  includes  the  power  to 
enjoin  too  much/'    (Emphasis  added.) 

Appellants  here,  in  attacking  the  injunctions  upon  which 
the  contempt  convictions  are  based,  do  not  appear  to  chal- 
lenge the  fundamental  jurisdiction  of  the  District  Court 
over  the  parties  or  over  the  subject  matter.  In  somewhat 
confusing  terms  they  seem  to  be  charging  that  the  injunc- 
tion is  void  because  (1)  its  scope  is  broader  than  author- 
ized by  the  statute,  (2)  its  terms  are  uncertain  and  in- 
definite, and  (3)  it  violates  appellants'  constitutional 
rights.  (App.  Br.  pp.  10-23.)  United  States  v.  United 
Mine  Workers,  supra,  and  Swift  &  Co.  v.  United  States, 
supra,  hereinabove  cited  and  quoted  from,  establish  that 
appellants  may  not  properly  raise  these  points  in  this 
collateral  proceeding. 

The  District  Court's  fundamental  jurisdiction  over  the 
subject  matter  of  the  injunction  stems  from  its  statutory 
power  to  restrain  certain  prohibited  acts  which  are  in  vio- 
lation of  the  Federal  Food,  Drug,  and  Cosmetic  Act.    (21 
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U.  S.  C.  332(a).)  Among-  the  acts  it  may  restrain  is  the 
interstate  shipment  of  a  misbranded  drug.  (21  U.  S.  C. 
331(a).)  A  drug  is  deemed  misbranded  if  its  labeHng 
fails  to  bear  adequate  directions  for  use.  (21  U.  S.  C. 
352(f)(1).)  Interpretive  regulations  of  the  Federal  Se- 
curity Administrator,  promulgated  pursuant  to  21  U.  S.  C. 
371(a),  declare  that  directions  for  use  are  inadequate  if 
there  is  an  omission  in  whole  or  in  part  of  directions  for 
use  in  all  conditions  for  which  the  drug  is  prescribed, 
recommended,  or  suggested  in  its  labeling  or  in  its  adver- 
tising sponsored  by  its  manufacturer,  packer,  or  distribu- 
tor. (§2. 106(a),  Title  21,  Code  of  Federal  Regidatioiis, 
Cumulative  Supplement,  p.  5224,  as  amended  by  1946 
Supplement,  p.  2952.)  Hence,  the  District  Court  clearly 
had  jurisdiction  of  the  subject  matter  involved  in  the  in- 
stant injunctions.  And  jurisdiction  over  the  parties  is 
conceded.     [R.  3,  24.] 

Furthermore,  with  respect  to  the  preliminary  injunction 
based  upon  a  hearing  and  findings,  there  can  be  no  douibt 
as  to  the  District  Court's  power  to  issue  such  injunction 
pending  final  determination  of  the  merits,  and  to  punish 
violations  thereof  as  contempt  regardless  of  whether  a 
permanent  injunction  is  issued  or  ultimately  set  aside  on 
appeal.  United  States  v.  United  Mine  Workers,  supra, 
at  290-292.  Consequently,  as  to  the  instant  convictions 
on  Counts  1,  4  and  5,  which  concern  violations  of  the  pre- 
liminary injunction,  there  is  no  possibility  of  any  attack 
on  the  decree  even  on  grounds  of  lack  of  fundamental 
jurisdiction. 
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2.  The  District  Court  Properly  Construed  the 
Federal  Food,  Drug,  and  Cosmetic  Act  in  Issu- 
ing THE  Injunctions  Here  Involved. 

With  respect  to  the  permanent  injunction  issued  on 
consent,  it  has  been  shown  that  appellants  may  not  now 
call  upon  this  Court  to  determine  the  correctness  of  the 
District  Court's  construction  of  the  reach  of  the  statute. 
As  has  been  demonstrated,  the  District  Court  had  juris- 
diction over  the  subject  matter  and  the  parties,  the  only 
permissible  points  of  inquiry  here  with  respect  to  the 
injunctions.  However,  we  shall  briefly  set  forth  what  we 
consider  to  be  the  rationale  fully  supporting  the  lower 
court's  decision  in  issuing  the  injunctions. 

By  enacting  the  various  subsections  comprising  Section 
'502  of  the  Act  (21  U.  S.  C.  352),  Congress  clearly  sought 
to  develop  reasonable  and  effective  safeguards  for  the 
public  in  its  use  of  drugs.  The  statute  is  affirmative  in 
its  demand  that  the  labeling  of  a  drug  bear  adequate  direc- 
tions for  use,  supplying  the  consumer  with  information 
essential  to  intelligent  lay  use.  In  House  Report  No. 
2139,  75th  Cong.,  3d  Session,  page  8,  the  House  Com- 
mittee on  Interstate  and  Foreign  Commerce  stated : 

''Other  provisions  of  section  502  are  designed  to  re- 
quire the  labeling  of  drugs  and  devices  with  informa- 
tion essential  to  the  consumer.  The  bill  is  not  intended 
to  restrict  in  any  way  the  availability  of  drugs  for 
self -medication.  On  the  contrary,  it  is  intended  to 
make  self-niedication  safer  and  more  effective.  For 
this  purpose  provisions  are  included  in  this  section  re- 
quiring the  appropriate  labeling  of  habit-forming 
drugs,  requiring  that  labels  hear  adequate  directions 
for  use,  and  warnings  against  probable  misuse,  and 
setting  up  appropriate  provisions  for  deteriorating 
drugs."     (Emphasis  added.) 
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It  is  difficult  to  conceive  of  any  information  which  could 
be  more  essential  to  the  consumer  regarding  a  drug  which 
he  can  purchase  without  a  physician's  prescription  than  a 
statement  or  enumeration  of  the  disease  conditions  for 
which  the  drug  is  to  be  used.  Indeed,  without  such  state- 
ment or  enumeration  no  directions  for  the  use  of  such  a 
drug  can  be  considered  adequate  under  this  statute. 

The  statutory  words  "adequate  directions  for  use"  can- 
not be  construed  in  vacuo,  but  must  be  considered  in  rela- 
tion to  the  information  they  convey  to  the  lay  public  and 
to  the  efficient  administration  of  the  statute.  Labeling 
not  only  serves  to  inform  the  ultimate  consumer,  but  also 
performs  the  vital  function  of  providing  a  means  of  de- 
termining compHance  with,  or  violation  of,  the  Act.  Mc- 
Dermoft  v.  Wisconsin,  228  U.  S.  115,  132  (1913) ;  Arner 
Co.,  Inc.,  V.  U.  S.,  142  F.  2d  730,  734  (C.  C.  A.  1,  1944), 
cert,  denied  323  U.  S.  730.  How  can  the  adequacy  of 
mechanical  instructions  for  the  intake  or  application  of  a 
drug  be  ascertained  for  enforcement  purposes  except  in 
relation  to  specific  diseases,  an  enumeration  of  which  must 
form  an  integral  part  of  the  directions  for  use? 

How  could  it  possibly  be  known  whether  certain  direc- 
tions for  the  use  of  a  drug  are  adequate  unless  it  is  known 
what  the  drug  is  to  be  used  for?  Unless  the  statutory 
requirement  of  adequate  directions  for  use  in  the  labeling 
is  a  futility,  the  directions  in  the  labeling  must  refer 
to  the  use  of  the  drug  in  specifically  enumerated  condi- 
tions of  disease  and  must  lead  to  the  efifective  use  of 
the  drug  in  the  treatment  or  cure  of  such  specified  condi- 
tions. Furthermore,  where  a  drug  is  offered  to  the  public 
in  newspaper  advertising  for  certain  disease  conditions,  it 
is  no  imposition  upon  the  legitimate  manufacturer  to  re- 
quire him  to  state  all  of  those  conditions  in  the  labeling 
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together  with   directions   adequate   for    its    use   in    those 
conditions. 

In  United  States  v.  Dotterweich,  320  U.  S.  277,  280 
(1943),  tlie  Supreme  Court  enunciated  a  rule  of  construc- 
tion for  this  statute  which  is  particularly  appropriate 
here: 

"The  purposes  of  this  legislation  thus  touch  phases 
of  the  lives  and  health  of  people  which,  in  the  circum- 
stances of  modern  industrialism,  are  largely  beyond 
self -protection.  Regard  for  these  purposes  should 
infuse  construction  of  the  legislation  if  it  is  to  be 
treated  as  a  ivorking  instrument  of  Government  and 
not  merely  as  a  collection  of  English  zvords."  (Em- 
phasis added.) 

And  in  United  States  v.  Antikamnia  Chemical  Co.,  231 
U.  S.  654,  665,  667  (1914),  a  case  arising  under  the  Food 
and  Drugs  Act  of  1906,  which  preceded  the  instant  legis- 
lation, the  Supreme  Court  pointed  out: 

"The  purpose  of  the  act  is  to  secure  the  purity  of 
food  and  drugs  and  to  inform  purchasers  of  zvhat 
they  are  buying.  Its  provisions  are  directed  to  that 
purpose  and  must  be  construed  to  effect  it." 


"The  purpose  of  the  law  is  the  ever  insistent  con- 
sideration in  its  interpretation."     (Emphasis  added.) 

See  also  pronouncements  of  this  Court  in  Research  Labora- 
tories, Inc.,  V.  United  States,  167  F.  2d  410,  421  (C.  C.  A. 
9,  1948),  cert,  denied U.  S (Oct.  18,  1948). 

As  we  have  shown,  one  of  the  purposes  of  Section 
502(f)(1)  (21  U.  S.  C.  352(f)(1))  is  to  assure  that  lay 
use  of  a  drug  in  self-medication  will  be  safe  and  efficacious 


in  those  conditions  or  diseases  for  which  the  drug  is 
offered  to  the  pubHc.  If  this  section  were  to  be  interpreted 
as  authorizing  the  omission  from  the  labeUng  of  the  con- 
ditions of  disease  for  which  the  drug  is  offered,  it  would 
result  in  the  creation  of  a  serious  defect  in  the  statute 
permitting  the  very  mischief  intended  to  be  redressed. 
Any  worthless  drug  could  then  use  the  channels  of  inter- 
state commerce  with  impunity,  not  being  required  to  come 
out  in  the  open  with  therapeutic  representations  in  the 
labeling  which  would  of  necessity  be  false  and  misleading. 

On  the  basis  of  the  foregoing  impelling  considerations, 
we  submit  that  the  District  Court  was  eminently  sound  in 
its  construction  of  the  statute  leading  to  the  issuance  of 
the  injunctions  challenged  by  appellants.  Appellants'  at- 
tempts to  discover  loopholes  in  the  law  are  typical  of 
similar  efforts  by  other  purveyors  of  worthless  drugs.  In 
Research  Laboratories ,  Inc.,  v.  United  States,  167  F.  2d 

410,  423  (C.  C.  A.  9,  1948),  cert,  denied  U.  S 

(Oct.  18,  1948),  this  Court  declared  that  it  would  best 
serve  the  public  interest  to  keep  the  drug  ''Nue-Ovo"  off 
of  the  market  altogether.  Even  while  the  Court  was  writ- 
ing this  opinion,  and  apparently  in  anticipation  of  this 
decision,  Research  Laboratories  shipped  Nue-Ovo  with 
labeling  that  stated  no  disease  conditions.  A  seizure  action 
under  21  U.  S.  C.  334(a)  in  the  Southern  District  of 
California  resulted  in  condemnation  of  the  Nue-Ovo  on 
May  13,  1948,  on  the  ground  that  the  labeling  failed  to 
bear  adecjuate  directions  for  use  in  that  it  failed  to  reveal 
the  diseases  or  conditions  for  which  the  drug  would  be 
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effective  when  used  as  directed.  (No.  7418-WM  Civil.) 
Thus  the  District  Court  effectively  complemented  the  de- 
cision of  this  Court  by  construing  21  U.  S.  C.  352(f)(1) 
along  the  lines  urged  by  the  Government  here  and  thereby 
prevented  nullification  of  this  Court's  ruling. 

Appellants  argue  vigorously  that  the  consent  decree  of 
injunction  was  an  improper  and  unconstitutional  attempt 
to  control  newspaper  advertising.  While  we  submit  that, 
for  the  reasons  previously  mentioned,  this  point  is  not 
properly  raised  here,  it  is  obvious  from  a  mere  reading  of 
the  injunctions  that  they  in  no  zuay  regulate  appellants' 
newspaper  advertising.  Under  the  terms  of  the  injunc- 
tions, appellants  can  say  whatever  they  wish  in  their  adver- 
tising. The  injunctions  merely  require  the  labeling  of 
their  products  to  enumerate  all  of  the  disease  conditions 
for  which  the  products  are  offered  in  the  advertising, 
together  with  adequate  directions  for  their  use  in  each  of 
such  conditions. 

Violation  of  the  injunctions  resulted  from  appellants' 
referring  to  only  four  disease  conditions  in  the  labeling 
of  the  oil  which  they  subsequently  shipped  interstate, 
though  the  advertising  extolled  its  beneficial  virtues  in 
twelve  disease  conditions. 

Thus,  on  the  merits  it  is  clear  that  the  injunctions  were 
fully  authorized  by  the  statute.  In  any  event,  however, 
there  can  be  no  doubt  that  the  District  Court  had  basic 
jurisdiction  over  the  subject  matter  and  the  parties  in 
issuing  the  injunctions.  Under  settled  principles,  exami- 
nation of  such  jurisdiction,  at  most,  is  the  only  permissible 
inquiry  in  the  present  proceeding. 
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C.     Defendants    Violated    Both    the    Letter    and    the 
Spirit  of  the  Injunctions. 

Defendant  Colgrove  is  a  graduate  of  a  law  school.  [R. 
65.]  It  is  plain  from  the  record  that  he  understood  pre- 
cisely what  the  Court  intended  by  the  terms  of  the  injunc- 
tion. Upon  issuance  of  the  injunction,  he  promptly  re- 
vised the  label  of  his  product  to  enumerate  four  disease 
conditions.  JR.  59,  22.]  He  also  changed  the  advertis- 
ing so  as  to  keep  in  large  type  only  those  same  four  disease 
conditions.  [R.  59-60;  Deft.  Ex.  B,  R.  29.]  But  in  glow- 
ing testimonial  reports  from  clinics,  doctors,  druggists, 
and  users,  his  advertising  continued  to  offer  the  oil  for 
tivelve  disease  conditions. 

In  explanation,  defendant  Colgrove  stated  he  had  care- 
fully analyzed  the  advertisement  in  the  light  of  the  injunc- 
tion.    [R.  63.]     He  added: 

"I  reHed  upon  the  common  sense  conclusion  that  I 
was  only  advertising  those  diseases  that  are  in  the 
large  type,  and  my  literal  interpretation  of  'prescribed, 
recommended,  and  suggested,'  the  label  not  carrying 
any  specific  references  to  those  diseases  [enumerated 
in  testimonial  part  of  the  advertising]  and  no  specific 
references  as  to  the  instructions  as  to  the  use  for 
those  particular  conditions  under  those  names." 

In  other  words,  defendant  Colgrove  felt  that  as  to  the 
four  disease  conditions  for  which  he  offered  the  product 
in  large  type  at  the  top  of  his  advertisements,  he  was 
"prescribing,  recommending,  and  suggesting"  them,  and 
it  was  therefore  necessary  that  the  labeling  specifically 
refer  to  them.  However,  as  to  the  additional  eight  disease 
conditions  for  which  the  product  was  held  out  as  a  cure 
in  the  testimonial  part  of  the  advertisement,   Colgrove's 
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legal  training  told  him  he  was  in  the  clear.     On  cross- 
examination  he  testified  as  follows  [R.  64-65]  : 

"Q.  But  it  is  a  fact,  although  deleting  'Acne'  from 
the  large  print,  it  does  appear  in  the  testimonial  part 
of  the  advertisement,  is  that  right?  A.  That  is  true, 
but  it  is  not  as  advertised.  Those  things  are  psycho- 
logically cumulative  and  supportive.  They  zvere  not 
definitely  advertised. 

Q.  Is  it  your  position  that  the  large  type  at  the 
top  of  the  advertisement  constitutes  'prescribing, 
recommending,  and  suggesting'  but  that  the  material 
which  appears  in  the  rest  of  the  advertisement  does 
not  constitute  'prescribing  and  suggesting'?  A.  / 
did  not  prescribe  for  any  of  the  material  in  the  rest 
of  the  advertisement.    That  is  one  of  your  allegations. 

Q.  You  say  you  were  not  'prescribing.'  Were 
you  'recommending  and  suggesting'  only?  Is  that  the 
point?  A.  /  was  not  ' prescribing ^  recommending, 
and  suggesting.'  I  was  conform,ing  with  the  decree, 
in  my  opinion,  according  to  my  literal  interpretation 
of  it."     (Emphasis  added.) 

According  to  defendant  Colgrove's  dictionary  studies 
[R.  61-62],  he  was  not  "prescribing"  the  oil  for  any 
remedy  when  he  was  merely  quoting  from  excerpts  of 
allegedly  scientific  reports,  and  letters  of  satisfied  users. 
But  in  United  States  v.  John  J.  Fulton,  33  F.  2d  506 
(C.  C.  A.  9,  1929),  this  Court  had  occasion  to  rule  upon  a 
closely  related  argument.  In  that  case,  the  labeling  re- 
ferred to  testimonial  letters  from  physicians  asserting  the 
curative  value  of  the  drugs  involved  in  the  treatment  of 
diabetes  and  Bright's  disease.  On  page  507  this  Court 
rejected  the  argument  in  these  words: 

"The  point  of  the  exception  is  that  nowhere  in  the 
label,  wrapper,  or  attending  circular  does  the  pro- 
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prietor  or  shipper  make  any  direct  statement  or  repre- 
sentation that  the  drugs  are  of  curative  or  therapeutic 
value.  In  each  case  there  is  the  statement,  'we  have 
received  many  letters  from  physicians  reporting,'  fol- 
lowed by  what  is  represented  to  be  the  substance  of 
such  'reports,'  which  admittedly  would  tend  to  en- 
gender a  belief  to  persons  suffering  from  diabetes  or 
Bright's  disease,  that  the  use  of  the  drugs  would 
likely  afford  them  relief.  Unless  we  discredit  their 
mental  competence,  such,  we  must  presume,  was  the 
intent  and  expectation  of  the  proprietors.  Their  con- 
tention is  that  they  have  such  letters  or  reports  and 
that  that  fact  constitutes  a  complete  defense  whatever 
may  be  the  character  of  the  drugs.  But  if,  as  is  al- 
leged, the  drugs  are  worthless,  the  proprietors  cannot 
escape  responsibility  by  hiding  behind  the  phrase  'the 
doctors  say.'  Couched  in  such  language  undoubtedly 
the  printed  matter  makes  a  more  persuasive  appeal 
to  the  credulity  of  sufferers  from  these  diseases  than 
if  the  representations  thus  implied  were  made  directly 
upon  the  authority  alone  of  the  proprietors,  and  for 
that  reason  they  are  not  less  but  more  obnoxious  to 
the  law.''     (Emphasis  added.) 

We  submit  that  by  deliberately  including  in  their  adver- 
tising excerpts  of  letters  purporting  to  come  from  doctors, 
druggists,  and  users,  praising  the  virtues  of  Colusa 
Natural  Oil  in  the  cure  of  twelve  disease  conditions,  the 
defendants  most  effectively,  in  the  words  of  the  injunc- 
tions, "prescribed,  recommended  and  suggested"  the  oil  in 
the  treatment  of  those  twelve  conditions.  Having  enumer- 
ated only  four  of  those  conditions  in  the  labeling  of  the  oil, 
they  cannot  seek  refuge  in  the  specious  argument  that  as 
to  the  other  eight  conditions,  they  were  merely  quoting 
from  doctors,  druggists,  and  users.    The  defendants  can- 
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not  escape  responsibility  for  the  natural  meaning  con- 
veyed and  obviously  intended  to  be  conveyed  by  their  paid 
advertising. 

We  think  the  meaning  of  the  advertisement  which  was 
spread  all  over  the  nation  can  be  fairly  stated  somewhat 
as  follows: 

"If  you  suffer  from  any  of  the  diseases  mentioned  in 
this  advertisement,  we  urge  you  to  try  Colusa  Natural 
Oil.  It  has  cured  thousands  as  indicated  by  this 
mere  sample  of  excerpts  from  clinical  studies  and 
reports  from  doctors,  druggists,  and  satisfied  users. 
We  are  so  sure  Colusa  Natural  Oil  will  cure  you,  too, 
'//  yon  suffer  from  any  of  these  diseases,  that  we  are 
prepared  to  give  you  your  money  back  if  it  does  not." 

Unless  this  meaning  was  conveyed  to  the  reader  by  the 
advertisements,  the  defendants  who  were  paying  for  the 
ads  [R.  53]  were  making  a  charitable  contribution  to  the 
newspapers  running  the  ads,  and  the  ads  themselves  were 
"a  waste  of  printer's  ink."  Bradley  v.  United  States,  264 
Fed.  79,  81  (C.  C.  A.  5,  1920). 

We  do  not  take  issue  with  the  proposition  advanced  b^; 
appellants  that  a  decree  of  injunction  must  make  it  clear 
to  the  affected  parties  what  it  is  that  they  are  prohibited 
from  doing.  However,  the  meaning  of  the  words  used 
in  an  injunction  to  prevent  continued  violation  of  a  law  is 
not  to  be  ascertained  solely  by  dictionary  perusal.  Rather, 
their  meaning  is  to  be  ascertained  in  the  light  of  the  issues 
and  the  purposes  for  which  the  suit  resulting  in  the  in- 
junction was  brought.     In  Terminal  Railroad  Association 
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of  St.  Louis  V.  United  States,  266  U.  S.  17,  29  (1924), 
the  Supreme  Court  made  this  point  clear : 

"In  contempt  proceedings  for  its  enforcement,  a 
decree  will  not  be  expanded  by  implication  or  intend- 
ment beyond  the  meaning  of  its  terms  when  read  in 
the  light  of  the  issues  and  the  purpose  for  which  the 
suit  zvas  brought;  and  the  facts  found  must  constitute 
a  plain  violation  of  the  decree  so  read."  (Emphasis 
added. ) 

See  also: 

Lustgarten  v.  Felt  &  Tarrant  Mfg.  Co.,  92  F.  2d 
277,  280  (C.  C.  A.  3,  1937). 

It  is  obvious  in  the  case  at  bar  that  the  purpose  for 
which  the  injunction  was  sought  was  to  prevent  further 
interstate  shipments  of  Colusa  Natural  Oil  unless  its  label- 
ing (1)  enumerated  all  of  the  disease  conditions  for  which 
it  was  held  out  in  its  newspaper  advertising  as  efficacious, 
and  (2)  bore  directions  adequate  for  the  use  of  the  oil  in 
each  of  those  conditions.  [R.  2-3.]  The  words  "pre- 
scribed, recommended,  and  suggested"  were  employed  by 
the  Court  to  accomplish  that  objective.  As  shown  by  the 
excerpts  from  defendant  Colgrove's  testimony,  set  out 
above,  the  Court's  purpose  was  well  understood  by  Col- 
grove.  Nevertheless,  Colgrove  consciously  and  deliberately 
undertook  to  tear  the  single  word  "prescribe"  out  of  its 
context  and  sought  to  give  it  an  "interpretation"  |  R.  61-2, 
65],  which  would  enable  him  to  continue  to  carry  on  the 
very  activity  at  which  the  injunctions  were  aimed,  and 
which  would  at  the  same  time  immunize  him  from  punish- 
ment for  violation  of  the  injunctions. 

Defendant  manifestly  set  about  to  devise  a  rationaliza- 
tion for  a  scheme  to  thwart  the  District  Court's  orders. 
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Courts  are  not  disposed  to  look  with  favor  upon  such  en- 
terprises. In  Rodgers  v.  Pitt,  89  Fed.  424,  429  (C.  C. 
Nevada,  1898),  an  opinion  which  well  describes  the  atti- 
tude of  courts  generally  toward  this  type  of  attempted 
evasion,  the  Court  declared: 

"The  defendant  in  this  case  was  bound  to  obey  the 
injunction,  and  when  he  interfered  with  the  court's 
order,  he  was  acting  at  his  peril.  He  certainly  ought 
not  to  have  acted  upon  his  own  judgment  as  to  what 
his  rights  were,  when  it  was  manifest  that  his  acts 
would,  at  least,  amount  to  a  technical  violation  of  the 
terms  of  the  injunction.  It  was  not  for  him  to  set 
up  his  own  opinion  as  to  the  meaning  and  effect  of 
the  injunction.  If  he  entertained  any  doubt  as  to 
what  he  might  do  without  violating  the  injunction,  he 
should  have  applied  to  the  court  for  a  modification  of 
the  injunction,  or  for  the  privilege  of  doing  certain 
acts,  which,  by  the  advice  of  counsel,  he  claims  he 
had  a  right  to  do. 

^  5JC  5|C  ^  3(C  3|C  ^  J[i 

"The  belief,  motive,  or  intent  of  the  defendant  not 
to  violate  the  injunction  does  not  excuse  him  if  in  fact 
his  acts  resulted  in  a  violation  of  it.  The  breach  of 
the  injunction  consists  in  doing  the  forbidden  thing, 
and  not  in  the  intention  with  which  it  is  done.    ""    *    * 


"Courts  are  always  disposed  to  allow  a  fair  latitude 
of  construction  as  to  the  terms  of  the  injunction,  and 
in  many  cases  only  require  that  it  should  be  obeyed 
in  its  spirit,  so  that  no  injury  should  be  occasioned  to 
the  complaining  party.  But  they  are  never  ineliiied 
to  look  with  any  degree  of  indulgence  on  scheincs 
zvhich  are  dezised  to  thzuart  their  orders,  .iny  per- 
son who  has  been  enjoined^  zuho  undertakes  to  see  how 
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far  he  can  go  or  ivhat  he  may  do  ivithoiit  crossing  the 
prohibited  line,  places  himself  in  a  dangerous  condi- 
tion, and  is  always  liable  to  be  deemed  guilty  of  con- 
tempt; for  his  own  judgment  may  be  so  warped  by 
his  feelings  or  necessities  tliat  he  is  liable,  even  unin- 
tentionally, to  overstep  the  legal  bounds.''  (Emphasis 
added.) 

We  submit  that  in  the  instant  case,  defendants  clearly 
understood  the  full  scope  of  the  words  used  by  the  District 
Court  in  the  injunctions,  and  deliberately  transgressed 
both  the  letter  and  the  spirit  of  the  Court's  mandate. 

D.     Defendants  Were   Not   Deprived   of  Any   Proce- 
dural Rights  in  the  Contempt  Proceedings. 

Appellants'  Brief  raises  a  multitude  of  points  regarding 
alleged  procedural  defects  in  the  proceedings  below.  (App. 
Br.  29-34.)     None  has  merit. 

( 1 )  The  allegation  is  made  that  it  was  not  clear  whether 
the  proceeding  was  criminal  or  civil.  The  proceeding  was 
instituted  as  an  ''Information  Re  Contempt  (Criminal)," 
brought  in  the  name  of  the  United  States,  and  the  last 
paragraph  of  each  Count  in  the  Information  s])ecifically 
charges  that  the  defendants  are  "in  criminal  contempt." 
[R.  2-15.]  Also,  the  Order  to  Show  Cause  ordered  the 
defendants  to  appear  and  show  cause  why  they  should  not 
be  adjudged  "in  criminal  contempt."  [R.  16.]  The  stipu- 
lation of  facts  entered  into  refers  to  "the  parties  to  this 
criminal  contempt  action."  [R.  24.]  Just  how  the  criminal 
nature  of  this  proceeding  could  have  been  made  clearer  is 
difficult  to  conceive.  In  United  States  v.  United  Mine 
Workers  of  America,  supra,  at  297,  the  Supreme  Court 
held  that  the  defendants  were  quite  aware  that  a  criminal 
contempt   was   charged   despite   the    fact   that   the   words 
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"criminal  contempt"  did  not  appear  either  in  the  petition 
or  in  the  rule  to  show  cause. 

(2)  Appellants  complain  that  "the  proceedings  started 
out  as  a  civil  proceeding  with  an  Order  to  Show  Cause 
being  issued  against  the  defendants."  (App.  Br.  29.)  But 
Rule  42(b)  of  the  Federal  Rules  of  Criminal  Procedure, 
which  appellants  quote  (App.  Br.  4-5),  expressly  author- 
izes the  initiation  of  a  criminal  contempt  proceeding  by 
"an  order  to  show  cause."  In  the  United  Mine  Workers 
case,  supra,  at  297,  the  Supreme  Court  affirmed  convic- 
tions of  criminal  contempt  based  upon  a  rule  to  show  cause. 

(3)  Appellants  assert  that  there  was  no  arraignment  or 
plea  and  therefore  the  proceedings  were  void.  (App.  Br. 
29-30.)  However,  Rule  42  of  the  Federal  Rules  of 
Criminal  Procedure,  which  prescribes  the  special  procedure 
to  be  followed  in  criminal  contempts,  does  not  require 
arraignment  and  plea.  Moreover,  it  is  settled  that  even 
the  total  absence  of  an  arraignment  is  not  a  fatal  defect 
in  a  criminal  prosecution  where  the  accused,  as  here,  have 
had  sufficient  notice  of  the  accusation  and  an  adequate 
opportunity  to  defend  themselves.  Garland  v.  State  of 
Washington,  232  U.  S.  642,  645  (1914.) 

(4)  Appellants  claim  they  were  denied  a  trial  "in  the 
full  sense  of  that  term."  (App.  Br.  30-31.)  As  to 
adequacy  of  notice,  there  can  be  no  question.  Actually, 
the  Criminal  Information  was  filed  on  October  2,  1947 
[R.  15] ;  the  Order  to  Show  Cause  issued  on  October  3, 
1947.  [R.  16-17.]  Yet  hearing  on  the  Order  to  Show 
Cause  was  deferred  at  defendants'  request  until  December 
8,  1947.  [R.  45-55.]  At  the  hearing,  the  District  Court 
found  that  the  alleged  contempt  had  not  been  sufficiently 
purged,  and  asked  defendants  whether  they  wanted  a  jury 
trial.     [R.  ^Z.]     Defendants  through  counsel  stated  that 
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a  Court  trial  would  be  satisfactory  and  then  executed  a 
written  waiver  of  jury  trial  and  special  findings.  [R. 
53,  25.] 

At  the  hearing  on  the  Order  to  Show  Cause,  the  Govern- 
ment's attorney  introduced  a  stipulation  which  reads  as 
follows  [R.  46,  24]  : 

"Stipulation. 

It  is  hereby  stipulated  and  agreed  by  and  between 
the  parties  to  this  criminal  contempt  action : 

(1)  That  all  of  the  facts  set  forth  in  the  Criminal 
Information  are  true,  except  that  it  is  not  admitted 
that  the  advertisements  referred  to  in  said  Informa- 
tion prescribe,  recommend  and  suggest  Colusa  Natural 
Oil  in  the  treatment  of  poison  ivy,  poison  oak,  bed 
sores,  acne,  ringworm,  scaley  red  face,  burns,  piles 
and  itch. 

(2)  That  the  attached  newspaper  advertisement 
taken  from  page  8  of  the  June  12,  1947,  issue  of  the 
The  Ridgewood  Herald-News,  Ridgewood,  New  Jer- 
sey, and  identified  as  Exhibit  A,  is  typical  of  the  ad- 
vertisements referred  to  in  said  Information. 

(3)  That  the  label  on  the  bottle  of  Colusa  Natural 
Oil  identified  as  Exhibit  B  is  representative  of  the 
labels  referred  to  in  Counts  1-8  of  the  Information. 

(4)  That  the  label  on  the  bottle  of  Colusa  Natural 
Oil  identified  as  Exhibit  C  is  representative  of  the 
labels  referred  to  in  Count  9  of  the  Information." 

By  express  agreement  of  counsel  at  the  hearing,  this 
stipulation  and  the  exhibits  to  which  it  referred  were 
"deemed  in  evidence  upon  the  trial."  [R.  55.] 
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Trial  was  set  for  December  19,  1947,  a  date  satisfactory 
to  defense  counsel.  [R.  54-55.]  At  the  trial,  defense 
counsel  again  agreed  that  the  stipulation  and  exhibits 
would  be  deemed  part  of  the  record  for  the  purpose  of  the 
trial.  [R.  56.] 

Appellants  are  in  error  when  they  state  the  injunctions 
were  not  introduced  into  evidence  at  the  contempt  trial. 
[R.  31.]  The  Criminal  Information  sets  forth  the  per- 
tinent portions  of  the  injunctions  verbatim  [R.  2-3]  and 
defendants  stipulated  (with  one  reservation  not  pertinent 
here),  that  "all  the  facts  set  forth  in  the  Criminal  In- 
formation are  true."    [R.  24.] 

(5)  Appellants  argue  that  ''there  can  be  no  more  than 
one  count  for  contempt."  [R.  34.]  The  eight  counts  on 
which  appellants  were  convicted  are  expressly  based  upon 
eight  separate  interstate  shipments  of  Colusa  Natural  Oil, 
each  of  which  was  in  violation  of  the  preliminary  or  the 
permanent  injunction.  [R.  2-14.]  The  District  Court, 
having  found  defendants  guilty  on  Counts  1-8,  sentenced 
each  defendant  separately  on  each  count.  [R.  34-38.]  As 
to  the  individual  defendant  Colgrove,  the  Court  imposed 
a  sentence  of  fine  or  imprisonment  on  each  count,  execu- 
tion of  the  imprisonment  sentence  being  suspended  during 
a  probationary  period.  On  no  count  was  a  sentence  of 
both  fine  and  imprisonment  imposed. 

The  District  Court's  power  to  punish  for  contempt  in 
this  case  stems  from  its  inherent  and  general   statutory 
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power  contained  in  Title  28,  Section  385,^  United  States 
Code,  to  punish  for  contempt  the  disobedience  by  any  party 
of  any  lawful  decree  of  the  Court.  That  provision  author- 
izes the  Courts  "to  punish,  by  fine  or  imprisoiuncut,  at  the 
discretion  of  the  Court,  contempts  of  their  authority." 

It  has  been  held  that  such  a  contempt  is  punishable  either 
by  fine  or  by  imprisonment,  but  not  by  both.  In  re  William 
V.  Bradley,  318  U.  S.  50  (1943).    This  was  followed  here. 

It  has  also  been  held  that  where  a  person  is  convicted 
on  a  number  of  contempt  charges,  he  may,  as  in  this  case, 
be  fined  on  some  and  imprisoned  on  others. 

Rapp  V.  United  States,  146  F.  2d  548,  549  (C.  C. 
A.  9,  1944) ; 

Hoffman  v.  United  States,  13  F.  2d  278,  279  (C. 
C.  A.  7,  1926). 

From  these  authorities,  it  is  clear  that  defendants,  hav- 
ing been  convicted  on  eight  different  criminal  contempt 
counts  arising  out  of  eight  separate  and  distinct  transac- 
tions, were  properly  subject  to  a  fine  or  imprisonment  on 
each  count,  the  nature  and  extent  of  each  such  sentence 
being  discretionary  with  the  District  Court. 


^Section  302(b)  of  the  Federal  Food,  Drug,  and  Cosmetic  Act 
[21  U.  S.  C.  332(b)]  declares  that  the  trial  in  a  criminal  contempt 
proceeding  such  as  the  instant  one  shall  be  conducted  in  accordance 
with  the  practice  and  procedure  applicable  in  the  case  of  proceedings 
subject  to  28  U.  S.  C.  387  (the  Clayton  Act).  Since  only  the  prac- 
tice and  procedure  of  the  Clayton  Act  are  adopted  for  the  purposes 
of  trial,  the  pozver  of  the  District  Court  to  act  at  all  is  derived  from 
its  inherent  authority  to  punish  criminal  contempts,  as  qualified  by 
28  U.  S.  C.  385.  It  has  already  been  held  that  only  a  limited 
portion  of  the  Clayton  Act  is  applicable  to  contempt  proceedings 
under  21  U.  S.  C.  332(b).  United  States  v.  Dean  Rubber  Mfg. 
Co.,  72  Fed.  Supp.  819  (W.  D.  Mo.,  1947). 
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E.     The  Sentences  Imposed  Were  Not  Excessive. 

Under  28  U.  S.  C.  385,  the  character  and  extent  of 
punishment  is  entirely  discretionary  with  the  Court. 
Creekmore  v.  United  States,  237  Fed.  743,  752  (C.  C.  A. 
8,  1916),  cert,  denied  242  U.  S.  646;  Oates  v.  United 
States,  233  Fed.  201,  208  (C.  C.  A.  4),  cert,  denied  242 
U.  S.  632;  United  States  ex  rel  Brown  v.  Lederer,  140  F. 
2d  136,  139  (C.  C.  A.  7,  1944),  cert,  denied  322  U.  S.  734. 
See  also  the  Supreme  Court's  declaration  in  the  United 
Mine  Workers  case,  supra,  at  page  304,  distinguishing- 
between  the  criteria  applicable  in  imposing  sentence  in 
civil  and  in  criminal  contempts. 

At  the  outset  of  our  argument  in  this  brief,  we  informed 
this  Court  that  the  printed  record  does  not  contain  certain 
voluminous  material  bearing  upon  the  previous  activities 
of  defendants  with  which  the  District  Court  was  familiar 
and  which  had  been  made  part  of  the  record  below  at  the 
time  sentence  was  imposed,  the  omission  of  which  greatly 
shortened  the  printed  record  on  appeal  and  thus  consider- 
ably reduced  the  cost  to  appellants.  This  omission,  was 
brought  about  by  counsel's  representation  that  he  intended 
to  raise  no  issue  on  appeal  as  to  excessiveness  of  penalty. 

Even  without  the  complete  record,  however,  it  is  clear 
from  the  printed  record  and  from  the  other  sources  to 
which  we  have  referred  and  of  which  this  Court  may  take 
judicial  notice,  what  considerations  prompted  the  sentences 
imposed  by  the  District  Court.  Obviously,  the  District 
Court  was  impressed  by  the  defendants'  long  history  of 
law  violations,  and  constant  scheming  for  ways  and  means 


—36— 

to  circumvent  not  onl}-  the  food  and  drug  law  but  also 
other  laws.  See,  for  an  example  of  violation  of  another 
law,  Colgrove  et  al.  v.  Lozve  et  al,  343  111.  360,  175  N.  E. 
569,  cert,  denied  284  U.  S.  639,  where  an  insurance  scheme 
of  defendant  Colgrove  was  held  illegal. 

Furthermore,  as  to  the  defendants'  ability  to  pay  the 
fines  assessed,  Colgrove  testified  that  the  two  column  ad- 
vertisement published  from  time  to  time  in  at  least  fifty- 
eight  newspapers  all  over  the  country  "had  been  a  success- 
ful producer."  [R.  59.]  At  the  time  of  the  sentencing,  he 
also  indicated  the  substantial  revenues  which  had  been 
derived  from  the  sale  of  Colusa  Natural  Oil. 

Under  the  circumstances,  we  submit  that  the  sentences 
imposed  by  the  District  Court  were  far  from  excessive, 
and  well  within  the  limits  of  its  discretionary  power.  The 
total  fine  of  $9000  represents  only  a  fraction  of  the  illicit 
profits  which  defendants  have  obtained  by  preying  upon 
the  gullible  and  the  sick.  Moreover,  the  suspended  jail 
sentence  imposed  upon  defendant  Colgrove,  is  probably 
the  most  effective  deterrent  the  Court  could  devise  to  pre- 
vent further  illegal  activities — short  of  sending  the  de- 
fendant to  jail. 
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VI. 
Conclusion. 

We  respectfully  submit  that  the  judgments  of  the  Dis- 
trict Court  in  convicting  and  sentencing  the  defendants 
are  correct  and  should  be  affirmed. 

Respectfully  submitted, 

James  M.  Carter, 

United  States  Attorney, 

Ernest  A.  Tolin, 

Chief  Assistant  U.  S.  Attorney, 

Norman  W.  Neukom, 
Assistant  U.  S.  Attorney, 
Chief  of  Criminal  Division, 

Tobias  G.  Klinger, 

Assistant  U.  S.  Attorney^ 

Attorneys  for  Appellee. 

Arthur  A.  Dickerman, 

Of  Counsel — Attorney,  Federal  Security  Agency. 
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Company,  and  Colusa  Remedy  Company,  a  corpo- 
ration, 
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vs. 

United  States  of  America, 

Appellee. 


CLOSING  AND  SUPPLEMENTAL  BRIEF. 


With  leave  of  Court,  plaintiff  and  appellant  files  this 
Closing  Memorandum. 

We  specifically  call  attention  to  the  court's  language  of 
the  injunction  which  is  as  follows : 

"Defendants  were  therein  enjoined  'from  introduc- 
ing or  delivering  for  introduction  into  interstate  com- 
merce, in  any  form  or  manner,  the  product  known  as 
"Colusa  Natural  Oil",  or  any  like  product,  without  a 
label  containing  specific  directions  for  the  use  of  such 
product  in  the  treatment  of  all  conditions,  ills  and 
diseases  for  which  such  product  is  prescribed,  rec- 
ommended, AND  suggested,  in  the  advertising  ma- 


— 2— 

terial  disseminated  or  sponsored  by  or  on  behalf  of 
the  defendants  or  either  of  them;  which  directions 
shall  include  the  quantity  of  the  dose  (including  quan- 
tities for  [2]  persons  of  different  ages  and  different 
physical  conditions)  to  be  taken  or  applied  in  the 
treatment  of  each  of  such  conditions,  ills  and  diseases, 
as  well  as  the  recommended  frequency  and  duration 
of  administration  or  application  of  such  dosage.'  " 
(Emphasis  ours.)      [R.  2,  3.] 

The  judgment  of  the  court,  however,  gives  the  follow- 
ing language: 

"It  Is  Adjudged  that  the  defendant  has  been  con- 
victed upon  his  plea  of  not  guilty,  after  trial  by  the 
Court  without  a  jury,  jury  trial  having  been  waived 
by   the   defendant,   of   the   offenses   of   on   or   about 
April  1,  1947,  May  6,  1947,  July  9,  1947,  April  17, 
1947,  April  5,  1947,  May  3,  1947,  April  28,  1947  and 
April  2,  1947,  having  shipped  in  interstate  commerce 
a  product  which  failed  to  bear  specific  directions  for 
use  of  the  product  in  the  treatment  of  all  ills,  con- 
ditions and  diseases   for   which   the   product   is   pre- 
scribed or  recommended  or  suggested  in  the  advertis- 
ing material  disseminated  and  sponsored  by  the  de- 
fendant and  Colusa  Remedy  Company,  a  Nevada  cor- 
poration; and  in  disregard  of  the  injunctions  issued 
February  24,  1947  and  April  23,  1947  by  this  Court 
in   cause  numbered   5992-WM    Civil,   as   charged   in 
Counts  One  to  Eight  inclusive  of  the  information; 
and  the  Court  having  asked  the  defendant  whether 
he  has  anything  to  say  why  judgment  should  not  be 
pronounced,  and  no  sufficient  cause  to  the  contrary 
being  shown  or  appearing  to  the  Court, 

It   Is   Adjudged   that   the   defendant   is   guilty   as 
charged  and  convicted."     [R.  36.] 
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It  is  respectfully  submitted  that  although  the  injunction 
is  in  the  conjunctive,  the  judgment  is  in  the  disjunctive 
and  where  the  court's  order  covered  the  entire  field,  the 
judgment  made  it  disjunctive.  This  alone  should  reverse 
the  judgment. 

Furthermore,  we  call  attention  of  the  Court  to  the  lan- 
guage that  the  judge  used  at  the  time  of  the  finding  of 
"guilty."     The  Court  said: 

"Mr.  McGann: 

Now,  those  circumstances  all  point  only  in  one  di- 
rection, that  this  defendant  in  everything  that  he  did, 
he  acted  in  good  faith  and  that  he  wanted  to  conform 
with  this  order  of  the  court  and  not  be  in  violation 
of  it. 

The  Court:  The  defendant  is  technically,  literally 
correct  in  the  literal  reading  of  the  restraining  order, 
that  the  label  be  required  to  contain  specific  direc- 
tions for  the  use  of  the  product — I  am  abbreviating 
that — in  the  treatment  of  all  ills  for  which  such 
product  is  prescribed,  recommended,  and  suggested. 

Read  literally,  the  prohibition  is  against  introduc- 
ing into  interstate  commerce  drugs  which  do  not  con- 
tain a  label  containing  specific  directions  for  its  use 
in  connection  with  all  ills  for  which  it  is  prescribed 
and  recommended  and  suggested  in  the  advertising 
material  disseminated  by  the  defendant. 

So,  literally  read,  it  is  true  that  in  order  to  violate 
the  language  of  this  injunction  it  would  be  necessary 
for  the  advertising  material  to  prescribe  and  recom- 
mend and  suggest  the  use  of  the  product  for  the 
treatment  of  a  conditon  or  an  ill  or  a  disease  not  re- 
ferred to  in  the  label.  That,  manifestly,  is  not  the 
spirit  of  the  injunction. 


I  think  the  injunction  should,  possibly,  have 
been  worded  in  the  disjunctive  instead  of  the  con- 
junctive. It  should  have  read  'conditions,  ills, 
and  diseases  for  which  such  product  is  prescribed 
or  recommended  or  suggested  in  the  advertising 
material,'  but  the  manifest  spirit  must  be  read  it 
in  the  disjunctive,  because  if  the  advertising  ma- 
terial is  prescribed,  certainly  prescription  includes 
'recommendation  and  the  suggestion'  and  there 
would  be  no  (30)  meaning  at  all  left  for  the  words 
'recommended  and  suggested'  if  the  words  were 
used  alternatively.  As  I  stated,  'prescribed'  includes 
'recommended  and  suggested.' 

My  view  of  it  is  that  the  defendant  attempted 
to  obey  the  words  but  not  the  spirit  of  the  prohi- 
bition. 

"With  respect  to  Counts  One  to  Eight,  Counts 
One,  Two,  Three,  Four,  Five,  Six,  Seven  and  Eight, 
I  find  the  defendant,  Chester  Walker  Colgrove,  guilty 
of  contempt  as  charged.  With  respect  to  Count  Nine 
of  the  information,  I  find  the  defendant,  Chester  Wal- 
ker Colgrove,  not  guilty  as  charged."    [R.  17 ,  78.] 

It  is  therefore  apparent  that  the  Court's  finding  was 
not  based  upon  the  doctrine  of  reasonable  doubt,  nor  any 
substantial  evidence  of  wilful  violation  of  the  Court's  de- 
cree. Section  386,  Title  28,  requires  wilfulness  to  con- 
stitute Contempt  of  a  Court  decree.  In  an  injunction 
case,  a  criminal  contempt  proceeding  follows  the  same 
rules  of  evidence  as  in  a  criminal  case  and  the  evidence 
must  be  substantial  and  must  sustain  the  determination 
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of  the  trier  of  the  fact  by  evidence  that  estabHshes  the 
wilful  violation  beyond  a  reasonable  doubt.  The  evidence 
here  clearly  fails  to  do  that.  The  pleadings  also  fail  to 
allege. 

United  States  of  America  v.  United  Mine  Work- 
ers' of  America,  330  U.  S.  258; 

Rumel  V.  U.  S.,  293  Fed.  532. 

In  United  States  v.  Balaban,  26  Fed.  Supp.  491,  at  498, 
the  court  stated: 

'Tn  a  proceeding  for  criminal  contempt  the  pre- 
sumption of  innocence  must  be  applied.  The  burden 
is  on  the  government  to  prove  the  guilt  of  the  de- 
fendants beyond  a  reasonable  doubt.  There  is  no 
shifting  of  the  burden  of  proof.  The  defendants 
cannot  be  compelled  to  testify  against  themselves. 
Gompers  v.  Buck's  Stove  &  Range  Co.,  221  U.  S. 
418,  444,  31  S.  Ct.  492,  55  L.  Ed  797,  34  L.  R.  A., 
N.  S.  874." 

"In  a  contempt  proceeding,  the  Government  must 
prove  all  the  essential  elements  of  the  offense  and 
guilt  beyond  a  reasonable  doubt." 

United  States  v.  Resnick,  299  U.  S.  207; 

Holt  V.  United  States,  218  U.  S.  245; 

Agnes  v.  United  States,  165  U.  S.  36; 

Alberte  v.  United  States,  159  F.  2d  278. 


I. 

The  Information  Fails  to  Allege  Wilfulness. 

The  charging  part  of  the  information  is  as  follows: 

"That  on  April  1,  1947,  defendants  shipped  from 
Los  Angeles,  California,  to  said  Schlintz  Bros.  Drug, 
Appleton,  Wisconsin,  a  consignment  of  Colusa  Nat- 
ural Oil  which  bore  labels  reading  in  part  as  follows: 

'A  natural  unrefined  petroleum  oil  intended  for  use 
in  the  treatment  of  Psoriasis,  Eczema,  Athlete's  Foot, 
and  Leg  Ulcers. 

'Directions:  Apply  to  affected  parts  and  rub  it  in 
thoroughly  morning  and  night.  For  open  sores,  sat- 
urate cotton  pad  with  oil  and  bind  on  by  gauze. 
Change  to  fresh  dressing  morning  and  night.  For 
tender  skin  oil  can  be  diluted  50%  with  olive  oil. 
Continue  treatment  until  skin  is  smooth  and  comfort- 
able    .     .     .' 

That  the  advertisements  alluded  to  in  defendants' 
letter  of  April  2,  1947,  appeared  on  April  24  and  June 
4,  1947  in  the  Appleton  Post-Crescent,  Appleton, 
Wisconsin,  giving  the  name  and  address  of  Colusa 
Remedy  Company  and  Schlintz  Bros.  Drug. 

Said  advertisements  prescribe,  recommend,  and  sug- 
gest Colusa  Natural  Oil  as  highly  efficacious  not  only 
for  psoriasis,  athlete's  foot,  eczema,  and  leg  ulcers 
(the  four  disease  conditions  mentioned  on  the  label  of 
said  drug)  but  also  for  poison  ivy,  poison  oak,  bed 
sores,  acne,  ring-worm,  scaley  red  face,  burns,  piles, 
and  itch. 

That  the  labels  on  defendants'  product,  as  shipped 
to  said  Schlintz  Bros.  Drug,  on  April  1,  1947,  dis- 
regarded the  requirements  of  the  aforesaid  preliminary 
injunction  since  they  fail  even  to  attempt  to  bear 
specific  directions  for  use  of  the  product  in  the  treat- 
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ment  of  all  ills,  conditions,  and  diseases  for  which 
the  product  is  prescribed,  recommended  and  suggested 
in  the  advertising  material  disseminated  and  sponsored 
by  the  defendants. 

That  by  reason  of  the  said  shipment  of  April  1, 
1947,  the  defendants  are  in  criminal  contempt  of 
the  preliminary  injunction  issued  by  this  Court  as 
aforesaid."     [R.  4,  5.] 

Title  28,  Section  386,  as  it  existed  at  the  time  of  the 
alleged  offenses,  is  as  follows : 

"§386.  Contempts;  when  constituting  also  criminal 
offense.  Any  person  who  shall  zvUlfully  disobey  any 
lawful  writ,  process,  order,  rule,  decree,  or  com- 
mand of  any  district  court  of  the  United  States  or  any 
court  of  the  District  of  Columbia  by  doing  any  act 
or  thing  therein,  or  thereby  forbidden  to  be  done  by 
him,  if  the  act  or  thing  so  done  by  him  be  of  such 
character  as  to  constitute  also  a  criminal  offense  under 
any  statute  of  the  United  vStates  or  under  the  laws 
of  any  State  in  which  the  act  was  committed  shall 
be  proceeded  against  for  his  said  contempt  as  provided 
in  sections  387-390  of  this  title.  (Oct.  15,  1914,  c. 
323,  §21,  38  Stat.  738.)" 

Title  28,  Section  387,  as  it  existed  at  the  time  of  the 
alleged  offenses  is  as   follows : 

§387.  Same;  procedure;  bail;  attachment;  trial; 
punishment.  Whenever  it  shall  be  made  to  appear 
to  any  district  court  or  judge  thereof,  or  to  any  judge 
therein  sitting,  by  the  return  of  a  proper  officer  on 
lawful  process,  or  upon  the  affidavit  of  some  credible 
person,  or  by  information  filed  by  any  district  attor- 
ney, that  there  is  reasonable  ground  to  believe  that 
any  person*  has  been  guilty  of  criminal  contempt, 
the  court  or  judge  thereof,  or  any  judge  therein  sit- 


ting,  may  issue  a  rule  requiring  the  said  person  so 
charged  to  show  cause  upon  a  day  certain  why  he 
should  not  be  punished  therefor,  which  rule,  together 
with  a  copy  of  the  affidavit  or  information,  shall  be 
served  upon  the  person  charged,  with  sufficient 
promptness  to  enable  him  to  prepare  for  and  make 
return  to  the  order  at  the  time  fixed  therein.  If 
upon  or  by  such  return,  in  the  judgment  of  the 
court,  the  alleged  contempt  be  not  sufficiently  purged, 
a  trial  shall  be  directed  at  a  time  and  place  fixed  by 
the  court.  If  the  accused,  being  a  natural  person  fail 
and  refuse  to  make  return  to  the  rule  to  show  cause, 
an  attachment  may  issue  against  his  person  to  com- 
pel an  answer,  and  in  case  of  his  continued  failure 
or  refusal,  or  if  for  any  reason  it  be  impracticable  to 
dispose  of  the  matter  on  the  return  day,  he  may  be 
required  to  give  reasonable  bail  for  his  attendance 
at  the  trial  and  his  submission  to  the  final  judgment 
of  the  court.  Where  the  accused  is  a  body  corporate, 
an  attachment  for  the  sequestration  of  its  property 
may  be  issued  upon  like  refusal  or  failure  to  answer. 

"In  all  cases  within  the  purview  of  sections  381 
to  383,  386  to  390  of  this  title,  section  412  of  Title 
18,  section  52  of  Title  29  and  sections  12,  13  and 
14-27  of  Title  15,  such  trial  may  be  by  the  court,  or, 
upon  demand  of  the  accused,  by  a  jury;  in  which 
latter  event  the  court  may  impanel  a  jury  for  the 
jurors  then  in  attendance,  or  the  court  or  the  judge 
thereof  in  chambers  may  cause  a  sufficient  number  of 
jurors  to  be  selected  and  summoned,  as  provided  by 
law,  to  attend  at  the  time  and  place  of  trial,  at  which 
time  a  jury  shall  be  selected  and  impaneled  as  upon  a 
trial  for  misdemeanor;  and  such  trial  shall  conform, 
as  near  as  may  be,  to  the  practice  in  criminal  cases 
prosecuted  by  indictment  or  upon  information. 


"If  the  accused  be  found  guilty,  judgment  shall  be 
entered  accordingly,  prescribing  the  punishment, 
either  by  fine  or  imprisonment,  or  both,  in  the  dis- 
cretion of  the  court.  Such  fine  shall  be  paid  to  the 
United  States  or  to  the  complainant  or  other  party 
injured  by  the  act  constituting  the  contempt,  or  may, 
where  more  than  one  is  so  damaged,  be  divided  or 
apportioned  among  them  as  the  court  may  direct,  but 
in  no  case  shall  the  fine  to  be  paid  to  the  United 
States  exceed,  in  case  the  accused  is  a  natural  person, 
the  sum  of  $1,000,  nor  shall  such  imprisonment  ex- 
ceed the  term  of  six  months.  In  any  case  the  court 
or  a  judge  thereof  may,  for  good  cause  shown,  by 
affidavit  or  proof  taken  in  open  court  or  before  such 
judge  and  filed  with  the  papers  in  the  case,  dispense 
with  the  rule  to  show  cause,  and  may  issue  an  at- 
tachment for  the  arrest  of  the  person  charged  with 
contempt;  in  which  event  such  person,  when  ar- 
rested, shall  be  brought  before  such  court  or  a  judge 
thereof  without  unnecessary  delay  and  shall  be  per- 
mitted to  bail  in  a  reasonable  penalty  for  his  appear- 
ance to  answer  to  the  charge  or  for  trial  for  the 
contempt;  and  thereafter  the  proceedings  shall  be  the 
same  as  provided  herein  in  case  the  rule  had  issued 
in  the  first  instance.  (Oct.  15,  1914,  c.  323,  §22,  38 
Stat.  738.)" 

It  will  be  seen,  therefore,  that  neither  the  information 
charges  nor  does  the  evidence  show  any  willful  disregard 
of  the  injunction. 

In  speaking  of  the  word  "willful"  in  Screws  v.  United 
States,  325  U.  S.  91-161,  the  court  pointed  out: 

"And  we  are  told  'wilfully'  was  added  to  §20  in 
order  to  make  the  section  'less  severe.'  43  Cong. 
Rec,  60th  Cong.,  2d  Sess.  p.  3599. 
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"We  hesitate  to  say  that  when  Congress  sought  to 
enforce  the  Fourteenth  Amendment  in  this  fashion  it 
did  a  vain  thing.     ... 

"We  recently  pointed  out  that  'willful"  is  a  word 
'of  many  meanings,  its  construction  often  being  in- 
fluenced by  its  context.'    .    .    .    But  'when  used  in  a 
criminal  statute  it  generally  means  an  act  done  with  a 
bad  purpose.'    Id.,  290  U.  S.  394,  78  L.  ed.  384,  54  S. 
Ct.  223.  And  see  Felton  v.  United  States,  96  U.  S.  699, 
24  L.  ed.  875;  Potter  v.  United  States,  155  U.  S.  438, 
39  L.  ed.  214,  15  S.  Ct.  144;  Spurr  v.  United  States, 
174  U.  S.  728,  43  L.  ed.  1150,  19  S.  Ct.  812;  Har- 
grove V.  United  States  (C.  C.  A.  5th),  67  F.   (2d) 
820,  90  A.   L.   R.    1276.     In  that  event  something 
more  is  required  than  the  doing  of  the  act  proscribed 
by  the  statute.    Cf.  United  States  v.  Balint,  258  U. 
S.  250,  66  L.  ed.  604,  42  S.  Ct.  301.     An  evil  mo- 
tive to  accomplish  that  which  the  statute  condemns 
becomes  a  constituent  element  of  the  crime.     Spurr 
V.  United  States,  supra  (174  U.  S.  734,  43  L.  ed. 
1152,   19  S.   Ct.   812);  United   States  v.   Murdock, 
supra  (290  U.  S.  395,  78  L.  ed.  385,  54  S.  Ct.  223). 
And  that  issue  must  be  submitted  to  the  jury  under 
appropriate    instructions.     United    States   v.    Ragen, 
314  U.  S.  513,  524,  86  L.  ed.  383,  390,  62  S.  Ct. 
374." 

Under  the  explanation  of  the  word  "willful"  as  defined 
in  Screws  v.  United  States,  we  must  take  it  to  apply  to 
Sections  386  and  387,  Title  28,  which  require  not  merely 
the  doing  of  the  act  but  the  doing  of  the  act  "ivilfully." 
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See  Stein  v.  U.  S.,  153  F.  2d  737,  743.  We  are  confronted 
then  in  this  case  with  the  fact  the  Government  neither 
alleged  nor  did  it  prove  any  disobedience  nor  any 
willful  disobedience  of  the  court's  order.  If  the  pro- 
visions of  the  court  be  deemed  to  be  strictly  within 
the  requirements  of  the  statute,  it  is  that  the  product 
must  contain  a  label  with  adequate  directions  for  its 
use.  There  is  nothing  shown  in  the  entire  record  that 
the  labels  were  not  adequate  for  its  use. 

The  record  clearly  shows,  without  dispute,  not  only 
that  the  appellant  did  not  act  wilfully,  as  that  term  has 
been  defined,  but  that  they  made  a  determined  and  good 
faith  effort  to  comply  with  the  court's  injunction.  Also, 
it  appears  without  dispute  that  the  labels  contained  ade- 
quate direction  for  uses  of  the  product. 

An  information  which  fails  to  show  "willful"  violation 
where  the  statute  requires  willfulness  fails  to  charge  a 
public  offense.  Likewise,  it  would  fail  to  charge  con- 
tempt whereas  here  section  386  requires  it. 

It  will  be  noted  that  in  the  case  of  United  States  v. 
United  Mine  Workers  of  America,  330  U.  S.  298,  91  L. 
Ed.  915,  there  is  a  footnote  to  the  case  which  says: 

"Noteworthy  also  is  the  allegation  in  the  affidavit 
that  the  defendants'  violation  of  the  restraining  or- 
der 'had  interfered  with  this  Court's  jurisdiction.' 
And  the  charge  in  the  petition  of  'ivillftdly  .  .  . 
and  deliberately/  disobeying  the  restraining  order  in- 
dicates an  intention  to  prosecute  criminal  contempt." 
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11. 

The  Record  Clearly  Shows,  Without  Dispute,  That 
Appellants  Made  a  Determined  and  Good  Faith 
Effort  to  Comply  With  Injunction. 

The  record  shows,  without  contradiction,  that  immedi- 
ately after  the  issuance  of  the  injunction  involved  in  this 
case,  appellants  went  to  considerable  trouble  and  expense 
in  their  efforts  to  rearrange  their  labeling  so  as  to  com- 
ply with  the  court's  decree.  The  undisputed  testimony 
of  Mr.  Colgrove  reflects  this  phase: 

"But  certainly  I  acted  in  the  best  of  faith  as  far 
as  trying  to  conform  that  advertising  with  the  in- 
junction decree  and  in  every  act  in  the  conduct  of 
the  business,  even  to  the  extent  of  suspending  all 
intrastate  shipments  as  well  as  interstate  shipments 
following  the  decree  until  new  labels  were  printed 
to  conform  with  the  decree,  ordering  back  merchan- 
dise that  could  have  been  sold  in  the  states  from 
which  it  was  returned  without  violation  of  the  in- 
junction, but  at  a  cost  of  several  hundred  dollars. 
In  order  to  comply,  in  good  faith,  I  wanted  it  re- 
turned and  relabeled;  and  that  is  about  all  there  is 
to  it. 

Q.  There  was  no  intent  on  your  part  at  any  time 
to  violate  this  injunction?     A.     Positively  not. 

Q.  You  did  everything  you  felt  that  was  in  your 
power  towards  conforming  with  it?  A.  I  did." 
[R.  63.] 

The  essence  of  contempt  is,  of  course,   the  willful  or 

deliberate  violation  of  the  court's  decree. 

"To  constitute  criminal  contempt  acts  of  disobedi- 
ence must  be  characterized  by  deliberate  intention  to 
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defy  the  authority  of  the  court.  The  act  must  be 
done  wilfully  and  with  the  intention  to  show  disre- 
spect for  the  defiance  of  the  court.  Intent  is  an 
essential  element  of  the  criminal  contempt."  (Dan- 
gel  on  Contempt,  p.  75.) 

In  United  States  of  America  v.  United  Mine  Workers 
of  America,  330  U.  S.  258,  91  L.  Ed.  884,  the  court  in 
pointing  out  the  procedural  steps  taken  in  that  case,  the 
court  there  found  the  defendants  "guilty  beyond  a  reason- 
able doubt."     (330  U.  S.  269,  91  L.  Ed.  900.) 

The  court  also  found  a  "wilful  and  intentional"  flaunt- 
ing of  the  court's  order  and  no  attempt  whatsoever  to 
make  any  compliance  with  it. 

III. 

No  Flaunting  of  Court's  Order  or  Any  Willfulness 

Proved. 

Certainly,  under  the  facts  clearly  shown  in  this  case,  it 
cannot  properly  be  said  that  there  was  any  proof  of  any 
such  a  flaunting  or  disregard  for  the  court's  decree.  To 
the  contrary,  the  record  plainly  reveals  absence  of  wilful- 
ness and  a  good  faith  effort  to  comply  with  it. 

And,  in  this  connection,  it  should  be  remembered  that 
the  lower  court,  in  requiring  appellants  to  change  their 
labels,  did  not  map  out  or  specify  the  manner  in  which 
this  should  be  done,  or  lay  down  any  definite  standards 
or  criteria  to  guide  the  appellants  in  doing  this.  The  in- 
junction decree  was  quite  general.  In  short,  appellants 
had  to  use  their  own  judgment  in  determining  how  just 
to  meet  the  requirements  of  this  indefiniate  decree.  Th.c 
record  shows  that  they  did  make  a  conscientious  effort  to 
do  so. 
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Furthermore,  any  suggestion  or  intimation  that  appel- 
lants deliberately  schemed  to  evade  and  defy  the  court's 
decree,  becomes,  we  respectfully  submit,  patently  fatuous 
when  it  is  realized  that  there  was  absolutely  no  motive 
or  reason  for  any  such  conduct.  Why  would  appellants 
do  such  a  thing  and  risk  the  penalties  of  a  criminal  con- 
tempt when  they  had  nothing  whatsoever  to  gain  by  such 
conduct.  All  they  had  to  do  (according  to  the  govern- 
ment's theory  of  this  case),  in  order  to  comply  with  the 
injunction,  was  simply  to  add  the  names  of  the  alleged 
"omitted"  diseases  (poison  oak,  etc.)  to  the  label.  It  is 
conceded  by  the  government  that  the  "directions  for  use" 
on  the  label,  psoriasis,  eczema,  athlete's  foot  and  leg  ul- 
cers, are  entirely  adequate  insofar  as  the  diseases  named 
on  the  label  are  concerned.  What  the  government  com- 
plains of  is  that  appellants  named  diseases  in  their  adver- 
tising material  which  were  not  named  on  the  label.  Cer- 
tainly, it  would  seem  to  be  the  height  of  folly,  to  put 
it  mildly,  for  appellants  to  risk  the  severe  penalties  of 
contempt  when  the  whole  matter  could  have  been  readily 
resolved  by  a  few  printed  words  on  the  label  of  the  names 
of  skin  ailments. 

It  is  contended  that  if  the  names  were  added  that  the 
directions  already  on  the  label  of  the  bottle  were  not  in- 
adequate. It  is  merely  contending  that  these  additional 
ailments  in  the  testimonial  in  the  newspaper  advertising 
were  not  on  the  label.  Congress  did  not  require  that  the 
label  contain  the  names  of  the  ailments  particularly.  All 
that  it  requires  is  that  adequate  directions  be  required  lor 
their  uses. 
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IV. 

The  Question  Here  Is  Whether  Newspaper  Advertis- 
ing in  Testimonials  Constitute  "Labels"  or  Come 
Within  Its  Orbit? 

This  case  does  not  merely  involve  the  single  issue  of 
whether  the  defendant  was  guilty  of  violating  a  court 
order  and  therefore  in  contempt  but  involves  a  question  of 
newspaper  advertising,  of  the  character  here  involved, 
as  it  affects  the  Pure  Food  and  Drug  Statute. 

If  the  statute  is  to  be  construed  as  intended  by  the 
appellee,  then  every  label  in  any  cosmetic  case  would  have 
to  contain  every  kind  of  directions  for  every  powder  puff 
that  was  advertised  in  any  newspaper  and  a  letter  apprais- 
ing some  kind  of  powder  puff,  and  a  testimonial  published 
in  a  newspaper  would  require  the  seller  of  that  product 
to  put  a  label  on  that  bottle  telling  the  woman  just  how 
to  use  the  puff  to  powder  her  face,  and  if  somebody  in- 
advertently said  she  used  the  puff  for  shiny  skin  the  bottle, 
under  the  authority  of  the  appellee,  would  have  to  desig- 
nate "shiny  skin"  because  someone  had  written  a  testi- 
monial in  a  newspaper  about  its  use  for  that  purpose. 

We  do  not  believe  that  Congress  intended,  nor  does  the 
Statute  say,  that  the  label  must  contain  the  name  of  every 
use  for  which  the  product  is  intended.  All  that  the  statute 
intends  is  that  the  label  contain  adequate  directions  for  its 
use,  even  though  the  label  does  not  specify  any  uses. 

Here,  the  label  specified  the  distinct  use  with  directions 
thereon  for  its  use  and  it  was  conceded  by  the  Govern- 
ment during  the  oral  argument  that  the  label  contained 
adequate  directions  for  every  use  specified  on  the  bottle 
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itself,  and  that  the  label  was  adequate  for  those  uses,  to 
wit,  Eczema,  Psoriasis,  Athlete's  Foot  and  Leg  Ulcers. 
No  question  is  raised  by  the  Government  in  the  oral  argu- 
ment as  to  the  good  faith  of  the  appellant  in  respect  to 
these  four  items.  It  is  conceded  that  he  showed  every 
good  faith.  But  by  innuendo  indirections  and  matters  not 
referred  to  in  the  record  of  the  case  itself,  the  Government 
counsel  (not  the  attorney  who  argued)  had  attempted  to 
inject  matters  outside  the  record.  We  think  this  is  un- 
fortunate and  unfair,  but,  this  court  consisting  of  learned 
judges,  we  know  that  such  tactics  as  usually  resorted  to 
before  a  jury  will  not  be  considered  by  this  court. 

It  would  have  been  a  simple  matter  for  the  appellant, 
who  spent  thousands  of  dollars  recalling  his  product,  to 
relabel  it  to  add  the  other  names  set  out  in  the  newspaper 
testimonials  as  to  the  efficacy  of  the  product.  No  challenge 
is  here  made  as  to  the  truthfulness  of  those  advertise- 
ments for  it  cannot  be.  They  have  appeared  in  news- 
papers for  years  and  withstood  the  acid  test  of  the  Federal 
Trades  Commission  and  the  Post  Office  Department.  If 
they  were  false,  the  statutes  of  those  two  departments 
would  have  covered  the  matter.  The  presumption  is  that 
they  have  performed  their  duties  and  that  the  product  has 
done  all  that  the  advertisement  said. 

Therefore,  the  only  questions  left  are  whether  testi- 
monials printed  in  a  newspaper  regarding  the  product  are 
"prescribing,  recommending  and  suggesting  its  uses  where 
the  label  specifies  its  uses  for  four  products  and  where  the 
label  gives  adequate  directions  for  its  uses  regardless  of 
whether  the  label  itself  specifies  the  uses  named  in  the 
testimonials,  and  further  whether  those  uses  are  in  any 
event  merely  si^ecific  applications  of  the  generic  term  for 
which  the  use  is  designed. 
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V. 

Newspaper  Advertising  Is  Not  "Labeling."  The 
Solicitor  General  so  Stated  Before  the  United 
States  Supreme  Court  in  Another  Case. 

The  statute  under  the  authority  of  which  the  injunction 
was  issued  provides  as  follows : 

"Section  301(a)  of  the  Act,  21  USCA,  §331  (a), 
5  FCA,  Title  21,  §331  (a),  prohibits  the  introduction 
into  interstate  commerce  of  any  drug  that  is  adulter- 
ated or  misbranded.  It  is  misbranded  according  to 
§502(a),  21  USCA,  §352(a),  5  FCA,  Title  21, 
§352 (a)  if  its  'labeling  is  false  or  misleading  in  any 
particular,'  unless  the  labeling  bears  'adequate  direc- 
tions for  use.'  §502 (f).  The  term  labeling  is  defined 
in  §201  (m),  21  USCA,  §321  (m),  5  FCA,  Title  21, 
§321  (m),  to  mean  'all  labels  and  other  written, 
printed,  or  graphic  matter  ( 1 )  upon  any  article  or  any 
of  its  containers  or  wrappers,  or  (2)  accompanying 
such  article'." 

The  first  question  here  involved  is  whether  testimonials 
contained  in  a  newspaper  advertisement  published  in  news- 
papers of  the  city  where  the  article  is  to  be  sold,  comes 
within  the  definition  of  a  "label"  within  the  meaning  of 
the  Act.  And,  therefore,  whether  the  Court  has  any 
jurisdiction,  either  of  the  whole  newspaper  ad  or  that 
portion  which  relates  merely  to  testimonials. 

The  subject  of  "labeling"  was  fully  discussed  before 
the  United  States  Supreme  Court  in  the  case  of  Kordel 
V.  United  States,  decided  by  the  Supreme  Court  November 
22,  1948,  93  L.  Ed.  (Adv.)  74,  in  which  the  Court  held 
that  "literature  that  was  used  in  the  sale  of  the  drugs, 
which  explained  their  uses  and  where  the  purchaser  was 
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advised  not  to  use  them,  and  constitute  an  essential  sup- 
plement to  the  label  attached  to  the  package  was  labeling 
within  the  meaning  of  the  Act."  And,  in  arguing  that 
case  before  the  Supreme  Court  of  the  United  States  atten- 
tion was  called  to  the  Supreme  Court  that  this  advertising 
as  such  was  eliminated  from  the  bill  in  the  historic  con- 
sideration of  it  before  its  passage.* 

The  Government  has  confused  newspaper  advertising 
with  labeling,  but  newspaper  advertising  is  not  within  the 
sphere  or  scope  of  the  act,  nor  is  it  within  the  congres- 
sional intent.  The  earlier  drafts  of  the  pure  food  and 
drug  act  introduced  into  Congress  contained  the  following 
definition  distinguishing  the  two  concepts.  Thus,  S.  2800 
contained  the  following  definitions  distinguishing  the  two 
concepts : 

"Section  2.  As  used  in  this  act,  unless  the  context 
otherwise  indicates — 

(i)  The  term  'labeling'  includes  all  labels  and  other 
written,  printed,  and  graphic  matter,  in  any  form 
whatsoever,  accompany  any  food,  drug,  or  cosmetic. 

(j)  The  term  'advertisement'  includes  all  repre- 
sentations of  fact  or  opinion  disseminated  in  any  man- 
ner or  by  any  means  other  than  by  the  labeling." 


*At  the  time  the  Supreme  Court  of  the  United  States  decided 
Kordel  v.  United  States,  93  L.  Ed.  74,  it  also  decided  United  States 
V.  Urbuteit,  93  L.  Ed.  79.  This  case  involved  statements  that  were 
false  and  misleading.  The  Government  stated,  in  oral  argument 
they  did  not  believe  this  case  particularly  in  point.  We  agree  but 
we  cite  it  for  the  court's  information  as  we  did  in  the  oral  argu- 
ment. 
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(Reprinted  in  full  in  Hearings  Before  the  Committee  on 
Commerce,  United  States  Senate,  73d  Cong.,  2d  Sess., 
pp.  1-12.) 

This  definition  was  not  included  in  the  statute  as  finally 
passed.  The  final  bill,  as  amended,  omitted  the  advertising 
provision.  Congressional  intent  is  evident  from  the  debate 
in  the  House  of  the  first  S.  5  (80  Cong.  Rec.  10230- 
10244,  1936)  and  on  the  final  measure  (83  Cong.  Rec. 
391-424,  1938)  and  in  the  Senate  on  the  conference  re- 
port (83  Cong.  Rec.  3287-3293,  1938). 

VL 

Newspaper  Advertising   Only   Under  Control   of 
Federal  Trade  Commission. 

Thus  the  control  of  advertising  has  been  left  clearly  to 
the  Federal  Trade  Commission  and  although  there  have 
been  repeated  efforts  in  Congress  by  the  Food  and  Drug 
Administration  to  include  newspaper  advertising,  as  such, 
within  its  orbit.  That  effort  has  been  rejected  by  Con- 
gress. Such  decisions  of  Congressional  action  are  im- 
portant. 

Section  12  of  the  Federal  Trades  Commission  Act, 
Public  Law  203,  63d  Congress,  as  amended  by  7th  Con- 
gress, 52  Stat.  114;  U.  S.  C.  15:42,  provides  as  follows: 

"Sec.  12,  False  Advertisement  of  Foods,  Drugs,, 
Devices  or  Cosmetics  as  Unfair  or  Deceptive  Act  of 
Practice  and  Unlawful.  (52  Stat.  114;  U.  S.  C. 
15:42). 

Sec.  12.  (a)  It  shall  be  unlawful  for  any  person, 
partnership,  or  corporation  to  disseminate,  or  cause  to 
be  disseminated,  any  false  advertisement — 
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(1)  By  United  States  mails,  or  in  commerce  by 
any  means,  for  the  purpose  of  inducing-,  or  which  is 
likely  to  induce,  directly  or  indirectly  the  purchase  of 
food,  drugs,  devices,  or  cosmetics ;  or 

(2)  By  any  means,  for  the  purpose  of  inducing, 
or  which  is  likely  to  induce,  directly  or  indirectly,  the 
purchase  in  commerce  of  food,  drugs,  devices,  or  cos- 
metics. 

(b)  The  dissemination  of  the  causing  to  be  dis- 
seminated of  any  false  advertisement  within  the  provi- 
sions of  subsection  (a)  of  this  section  shall  be  an  un- 
fair or  deceptive  act  or  practice  in  commerce  within 
the  meaning  of  section  5." 

Section  15  of  the  Act  provides  in  part  as  follows: 

"Sec.  15.  'False  Advertisement,'  'Food,'  'Drugs,' 
'Devices,'  'Cosmetics,'  Defined.  (52  Stat.  116;  U.  S. 
C  15:55.) 

Sec.  15.  For  the  purposes  of  sections  12,  13  and 
1^1— 

(a)  The  term  'false  advertisement'  means  an  ad- 
vertisement, other  than  labeling,  which  is  misleading 
in  a  material  respect ;  and  in  determining  whether  any 
advertisement  is  misleading,  there  shall  be  taken  into 
account  (among  other  things)  not  only  representa- 
tions made  or  suggested  by  statement,  word,  design, 
device,  sound,  or  any  combination  thereof,  but  also 
the  extent  to  which  the  advertisement  fails  to  reveal 
facts  material  in  the  light  of  such  representations  or 
material  with  respect  to  consequences  which  may  re- 
sult from  the  use  of  the  commodity  to  which  the  ad- 
vertisement relates  under  the  conditions  prescribed 
in  said  advertisement,  or  under  such  conditions  as 
are  customary  or  usual.    No  advertisement  of  a  drug 
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shall  be  deemed  to  be  false  if  it  is  disseminated  only 
to  members  of  the  medical  profession,  contains  no 
false  representation  of  a  material  fact,  and  includes, 
or  is  accompanied  in  each  instance  by  truthful  dis- 
closure of,  the  formula  showing  quantitatively  each 
ingredient  of  such  drug." 

Congress,  not  having  placed  newspaper  advertising  with- 
in the  jurisdiction  of  the  Federal  Trade  Commission  and 
not  within  the  jurisdiction  of  the  Pure  Food  and  Drug 
Administration,  it  is  clear  that  newspaper  advertising  was 
never  intended  to  come  within  the  jurisdiction  or  scope  of 
the  Commission  or  any  orders  pursuant  to  its  request. 
And,  since  counsel  for  the  Pure  Food,  Drug  and  Cos- 
metic Administration  have  gone  outside  the  record  of  this 
case  to  attempt  to  malign  the  appellants,  we  deem  it  ap- 
propriate to  reply  that  Colusa  Mineral  Oil  has  been  on 
the  market  seven  years,  has  been  thoroughly  checked  by 
Federal  Trade  Commission.  The  Federal  Trade  Commis- 
sion has  not  at  any  time  ever  instituted  a  complaint  or 
cause  of  action  against  the  appellants. 

The  law  presumes  that  Federal  Trade  Commission  has 
been  doing  its  duty  as  fully  as  has  the  Pure  Food,  Drugs 
and  Cosmetic  Administration.  We  mention  this  because 
of  the  comment  (though  withdrawn)  made  by  a  learned 
member  of  the  court  but  which  might  have  been  evoked 
by  statements  made  by  Government  counsel  in  their  brief 
which  were  outside  of  the  record  and  not  properly  within 
the  scope  of  this  appeal. 

The  Government  concedes,  as  it  must,  that  the  bottles 
were  correctly  labeled  for  the  uses  intended  for  the  mat- 
ters stated  on  the  label,  to-wit,  eczema,  psoriasis,  athlete's 
foot  and  leg  ulcers. 
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It  therefore  is  apparent  that  the  court  was  without 
jurisdiction  to  make  the  order  with  reference  to  news- 
paper advertising  and  that  the  order  was  wholly  void. 

This  interpretation  was  placed  upon  the  law  by  the 
Solicitor  General  himself  in  the  argument  on  the  Kordel 
case.  In  his  argument  Mr.  Perlman,  the  Solicitor  General, 
referred  to  the  definition  of  advertising  which  was 
deleted  from  one  of  the  earlier  food  and  drug  bills. 
Mr.  Perlman  then  stated,  "that  the  advertising  which  Con- 
gress had  in  mind  when  it  transferred  jurisdiction  to  the 
FTC  was  that  found  in  newspapers,  periodicals  and  radio 
commercials.  This  type  of  advertising,  he  contended,  is 
entirely  different  from  the  labels,  circulars  and  other 
printed  matter  used  in  connection  with  drugs  or  devices 
and  designed  to  mislead  and  defraud  the  general  public." 
(16  Law.  Week.  3108.) 

We  agree  with  the  Solicitor  General's  argument  before 
the  Supreme  Court  of  the  United  States.  Such  argument 
removed  the  jurisdiction  of  the  District  Court  to  issue  the 
injunction  here. 

Here  the  advertisements  in  question  did  not  perform 
the  function  of  labeling.  The  bottles  had  labels  on  them 
which  contained  adequate  directions  for  the  use  of  the 
preparation.  [R.  22.]  The  bottle  was  labeled.  All  that 
the  Act  requires  is  "adequate  directions  for  the  use  of 
the  product."  It  does  not  require  naming  any  or  all  of  the 
uses  of  the  product — all  it  requires  is  adequate  directions 
for  the  use  of  the  product. 

Nowhere  in  the  evidence  is  there  any  showing  that  the 
directions  contained  on  the  label  were  not  "adequate  in 
every  way"  for  all  of  the  possible  uses  of  the  products. 


—23— 

It  is  conceded  by  the  Government  that  the  label  on  the 
bottle  was  fully  adequate  in  the  treatment  of  Psoriasis, 
Eczema,  Athlete's  Feet  and  Leg  Ulcers,  for  which  the 
bottle  was  adequately  labelled  and  designated,  and  the 
efficacy  of  the  remedy  and  its  proper  uses  are  not  chal- 
lenged for  these  particular  specifically  named  items.  But, 
nowhere  in  the  evidence  has  there  been  any  showing  that 
even  if  the  items  be  expanded  to  include  other  types  of 
skin  suffering  that  the  label  was  not  adequate  and  there- 
fore that  the  injunction  had  been  in  any  way  violated. 

The  injunction  in  requiring  specific  directions  and  the 
judgment  in  punishing  the  defendant  for  failing  to  bear 
"specific  directions"  also  was  beyond  the  scope  of  the 
statute,     or  the  court's  jurisdiction  of  the  subject  matter. 

VII. 

The  Court  Was  Without  Jurisdiction  to   Make   the 

Order. 

During  the  oral  argument,  we  raised  the  point  that  the 
court  was  without  jurisdiction  to  make  the  order  regard- 
ing newspaper  advertising  and  therefore  there  was  no 
jurisdiction  of  the  subject  matter  and  therefore  there 
could  be  no  contempt.  Citing  Re  Sawyer,  124  U.  S.  200, 
31  L.  Ed.  402;  Ex  parte  Fisk,  113  U.  S.  713,  28  L.  Ed. 
1117;  Ex  parte  Rozvland,  104  U.  S.  604,  26  L.  Ed.  861; 
Beauchamp  v.  United  States,  76  F.  2d  663. 

The  learned  Chief  Judge  called  our  attention  to  the  case 
of  United  States  v.  United  Mine  Workers  of  America. 
That  case  does  not  vitiate  the  doctrines  herein  set  out,  but 
in  fact  re-affirms  them.  (330  U.  S.  291.)  The  Mine 
Workers  case  merely  held  that  where  an  injunction  is  is- 
sued by  a  court  having  jurisdiction  of  both  the  person  and 
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the  subject  matter  that  the  party  attempting  wilfully  to 
disobey  such  an  order  did  so  at  their  peril  if  their  dis- 
obedience was  based  on  a  belief  that  the  law  is  unconsti- 
tutional. That  case  involved  the  question  of  the  validity 
and  application  of  the  Norris-LaGuardia  Act  and  the  War 
Labor  Disputes  Act. 

In  the  United  Mine  Workers'  case,  the  court  said : 

"In  the  case  before  us,  the  District  Court  had  the 
power  to  preserve  existing  conditions  while  it  was 
determining  its  own  authority  to  grant  injunctive 
relief.  The  defendants  in  making  their  prior  deter- 
mination of  the  law,  acted  at  their  peril." 

"Although  a  different  result  would  follow  were 
the  question  of  jurisdiction  frivolous  and  not  sub- 
stantial, such  contention  would  be  idle  here." 

The  court  further  said  that  there  was  a  duty  of  obedience 
"where,  as  here,  the  subject  matter  of  the  suit,  as  well  as 
the  parties,  was  properly  before  the  court;  where  the  ele- 
ments of  federal  jurisdiction  were  clearly  shown;  and 
where  the  authority  of  the  court  of  first  instance  to  issue 
an  order  ancillary  to  the  main  suit  depended  upon  a  statute, 
the  scope  and  applicability  of  which  were  subject  to  sub- 
stantial doubt."  This  is  not  true,  however,  in  the  present 
case  where  the  court  never  did  have  jurisdiction  to  issue 
an  injunction  under  the  Pure  Food,  Drugs  and  Cosmetics 
Act  applicable  to  and  affecting  newspaper  advertising  and 
not  within  the  scope  of  the  suit  and,  therefore  the  subject 
matter  was  never  within  the  jurisdiction  of  the  District 


—25— 

Court.    Under  such  circumstances,  the  order  was  void  and 
could  be  disregarded  as  a  void  order. 

Beaiichamp  v.   United  States,  76  F.  2d  663,  9th 
Cir.  Ct. ; 

United  States  of  America  v.  United  Mine  Work- 
ers' of  America,  330  U.  S.  258; 

Ex  parte  Fisk,  113  U.  S.  713,  28  L.  Ed.  1117; 

Ex  parte  Rowland,  104  U.  S.  604,  26  L.  Ed.  861; 

Re  Sawyer,  124  U.  S.  300,  31  L.  Ed.  402. 

We  do  not,  in  urging  this  point,  say  that  the  appellants 
here  at  any  time  chose  to  disregard  the  court's  order  be- 
cause they  thought  it  void.  On  the  contrary,  they  made 
every  effort  to  obey  the  order,  even  though  it  was  void  by 
having  been  charged  with  contempt  for  failure  to  comply 
with  the  order.  We  submit  that  the  court  never  did  have 
jurisdiction  to  make  the  order  and  that,  as  construed  by 
the  court,  in  the  last  proceeding,  such  construction  included 
a  subject  matter  not  within  the  jurisdiction  of  the  trial 
court,  or  in  the  action  herein  had. 

As  to  the  power  of  the  court  to  punish  for  contempt: 
In  considering  whether  the  punishment  could  be  divisible 
and  charged  as  several  contempts,  it  must  be  born  in  mind 
this  is  not  a  case  where  one  is  charged  with  several  viola- 
tions of  a  statute  but  is  charged  with  a  violation  of  a  court 
decree  or  injunction.  It  the  Mine  Workers'  case  the  mat- 
ter was  judged  as  a  single  contempt  although  the  strikers 
continued  for  15  days  to  disobey  the  injunction  of  the 
court. 
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VIII. 

There  Has  Not  Been  the  Slightest  Showing  in  This 
Case    That    the    "Directions    for    Use"    on    the 
Labels  in  Question  Were  Not  Adequate  for  the 
Treatment   of   the    "Omitted"    Diseases    (Poison 
Oak,  etc.). 
The   government's   entire    case    is    predicated    upon   a 
false  premise,  as  stated  above.     The  basic  assumption  un- 
derlying this  entire  proceeding  is  the  government's  claim 
that  appellants   were   in  violation  of   this   injunction  be- 
cause they  did  not  list  on  the  bottle  label  the  names  of  these 
several  "omitted''  skin  ailments  (poison  oak,  etc.),  i.e.,  the 
diseases  mentioned  in  the  testimonials  but  not  on  the  label. 
In  other  words,  the  government  proceeds  upon  the  theory 
that  this  injunction  required   that  the  names  of   all  the 
diseases  for  which  this  drug  is  "prescribed,  recommended 
and  suggested"   be  printed  on  the  label.     The  following 
statement  of  the  government's  counsel    (printed  at  page 
19  of  our  Opening  Brief)  well  illustrates  and  epitomizes 
this  basic  concept  of  the  government: 

"The  Court:  Is  it  the  Government's  contention 
that  this  advertisement  becomes  in  effect  a  part  of 
the  label. 

Mr.  Klinger :  Not  necessarily  a  part  of  the  label, 
Your  Honor,  no;  but  it  is  in  conflict  with  the  court's 
order  heretofore  entered,  which  is,  pursuant  to  the 
statute,  that  the  defendants  are  not,  in  their  adver- 
tising, after  those  injunctions,  to  recommend,  sug- 
gest or  prescribe  this  product  for  any  conditions,  any 
of  the  disease  conditions  other  than  those  named  on 
the  label/'     (Emphasis  ours.)      [R.  53.] 

The  following  remark  of  the  lower  court  sums  up  this 
basic  idea  of  the  government: 
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"The   Court:     The   entire   complaint  here   is   that 
they  were  not  included."     [R.  74.] 

This  basic  premise  of  the  government  is,  we  respect- 
fully submit,  absolutely  unsound,  as  we  will  try  to  quickly 
again  demonstrate.  The  injunction  did  not  require  that 
the  label  contain  the  names  of  all  the  various  ailments 
for  which  this  drug  is  "prescribed,  recommended  and  sug- 
gested" in  the  advertising  material.  All  that  the  injunc- 
tion requires  is  that  tlie  label  contain  adequate  (or  specific 
directions  for  use  of  this  drug  in  the  treatment  of  the 
diseases  for  which  the  drug  is  "prescribed,"  35c.)  in  the 
advertising  materials  of  the  defendants. 

Now,  it  would  seem  almost  elementary,  we  respect- 
fully submit  with  all  due  deference,  that  in  order  to  prove 
a  violation  of  this  injunction  the  most  vital  and  indispensa- 
ble part  of  the  government's  case  and  proof  would  be  to 
prove  that  the  "directions  for  use"  admittedly  on  this  la- 
bel were  not  adequate  in  the  treatment  of  these  "omitted" 
diseases  (poison  oak,  etc.).  In  other  words,  it  is  the 
absence  of  adequate  directions  which  is  the  very  essence 
of  the  alleged  violation.  No  proof  whatsoever,  was  made 
that  the  directions  in  question  were  not  adequate  for  these 
diseases. 

Stating  the  matter  a  little  differently,  it  would  not  even 
be  necessary,  under  this  decree,  that  any  of  the  diseases 
for  which  this  drug  is  "prescribed,"  etc.,  be  actually  named 
on  the  label.  This  naming  and  "prescribing"  for  example, 
could  be  done  in  the  advertising  material  and  if,  in  fact, 
the  directions  for  use  on  the  label  are  adequate,  there 
could  and  would  be  no  violation  of  this  decree. 

Repeating,  in  our  case,  there  was  not  the  slightest  proof 
that  the  directions  for  use  were  or  are  not  adequate  for 
these  "omitted"  diseases. 
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The  simple  and  indisputable  truth  is  that  these  directions 
were  and  are  entirely  adequate.  The  oil  is  used  and  ap- 
plied, in  the  treatment  of  these  several  ailments  (poison 
oak,  etc.)  in  exactly  the  same  way  as  in  the  treatment  of 
the  several  diseases  named  on  the  label,  as  to  which  dis- 
eases the  government  concedes  the  directions  for  use  are 
entirely  adequate. 

The  burden  was,  of  course,  upon  the  government  to 
prove  every  essential  element  of  this  serious  criminal 
charge  by  competent  evidence  and  beyond  a  reasonable 
doubt.  This  necessarily  means  that  the  burden  was  upon 
the  government  to  show,  by  proper  evidence,  that  the  direc- 
tions for  use  were  not  adequate  in  the  treatment  of  the 
"omitted"  diseases.  The  govenrment  failed  completely  to 
prove  any  such  a  thing. 

1.  The  record  plainly  shows  a  good  faith  effort  by  ap- 
pellants to  comply  with  this  decree  even  though  void 
for  want  of  jurisdiction  of  the  subject  matter  of 
advertising.    Hence  there  was  no  contempt. 

2.  Appellants  did  not  violate  this  injunction  because: 

A.  They  did  not  "prescribe,  recommend  and  sug- 
gest" this  drug  for  the  "omitted"  diseases. 

B.  These  diseases  are  mere  forms  of  skin  suf- 
fering and  come  within  the  definitions  of  the 
generic  terms  on  the  label.  The  government 
failed  to  prove  otherwise.  In  any  event  the 
"directions  for  use"  were  and  are  adequate 
for  treatment  of  these  "omitted"  diseases. 

3.  The  government  wholly  failed  to  show  that  the 
"directions  for  use"  on  these  labels  were  not  ade- 
quate in  the  treatment  of  these  omitted  skin  dis- 
eases. 
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Conclusion. 

1.  The  order  of  the  court  was  not  violated.  The  order 
was  in  the  conjunctive  and  the  judgment,  contrary  to  the 
order,  was  in  the  disjunctive. 

2.  The  information  did  not  charge  wilful  violation  as 
required  by  the  statute  regarding  contempt. 

3.  There  was  no  proof  of  willfulness.  There  was  no 
proof  of  any  violation  beyond  a  reasonable  doubt. 

4.  The  statute  only  requires  adequate  directions  for 
use.  There  was  no  showing  that  the  directions  for  uses 
were  not  adequate. 

5.  Newspaper  advertising  is  not  within  the  scope  and 
jurisdiction.  The  court  therefore  acted  beyond  his  juris- 
diction of  the  subject  matter  and  its  order  was  therefore 
in  fact  void. 

6.  Contempt  for  an  order  of  the  court  has  not  been 
made  divisible  by  the  Act  of  Congress. 

For  which  lack  of  jurisdiction  and  error,  we  respectfully 
pray  for  reversal  of  the  judgments. 

Respectfully  submitted, 

Morris  Lavine, 

Attorney  for  Appellants. 
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Chester  Walker  Colgrove,  Trading  and  Doing  Busi- 
ness Under  the  Firm  Name  of  Colusa  Remedy  Com- 
pany, and  Colusa  Remedy  Company,  a  Corporation. 
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vs. 
United  States  of  America, 

Appellee. 


APPELLEE'S  SUPPLEMENTAL  BRIEF. 


Appellants  have  filed  a  supplemental  brief,  most  of  which 
is  devoted  to  further  argument  and  reiteration  of  points 
already  covered  in  the  main  briefs. 

I. 

Newspaper  Advertising  Is  Not  Labeling. 

Appellants  contend  most  emphatically  that  newspaper 
advertising  is  not  "labeling"  within  the  meaning  of  the 
Federal  Food,  Drug,  and  Cosmetic  Act.  (Appellants' 
Supp.  Br.  17-23.)  The  Government  has  made  no  conten- 
tion to  the  contrary.  Rather,  we  have  consistently  pointed 
out  that  the  injunctions  upon  which  the  present  contempt 
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action  was  based  in  no  way  regulated,  or  attempted  to 
regulate,  appellants'  newspaper  advertising.  (Appellee's 
Br.  23.)  The  injunctions  were  directed  entirely  at  the 
labeling  of  the  product — a  subject  plainly  within  the  juris- 
diction of  the  Court  below.     (Appellee's  Br.  17-18.) 

11. 

Willfulness  Is  Not  a  Statutory  Element  of  the  Offense 

Charged. 

Appellants  now  seek  to  inject  one  new  point  into  this 
proceeding,  a  point  not  heretofore  raised  in  the  District 
Court  or  in  this  Court.  They  assert  that  the  statute 
authorizing  this  contempt  action  requires  a  willful  dis- 
regard of  the  Court's  injunctions.  (Appellants'  Supp.  Br. 
6-14.)  Since  the  instant  Information  does  not  charge  that 
the  acts  of  disobedience  were  willful,  Appellants  conclude 
that  the  Government  failed  to  charge  an  offense. 

Where  a  statute  specifies  that  willfulness  is  an  element 
of  an  offense,  then,  of  course,  an  information  based  upon 
that  statute  should  ordinarily  charge  that  the  act  com- 
plained of  was  done  willfully. 

The  fallacy  in  Appellants'  argument  is  that  it  relics  upon 
the  wrong  statute.  Appellants,  in  their  latest  brief  (pag-es 
7-8),  set  forth  two  sections  of  the  Clayton  Act  which 
seemingly  support  their  position.  [28  U.  S.  C.  386,  387.] 
However,  Appellants  fail  to  call  attention  to  a  third  sec- 
tion of  the  Clayton  Act,  28  U.  S.  C.  389,  which  reads  in 
pertinent  part: 

"Nothing  contained  in  sections  386  to  388  and  390 
of  this  title  shall  be  construed  to  relate  to  contempts 
committed  in  .  .  .  disobedience  of  any  unlawful 
writ,  process,  order,  rule,  decree,  or  command  entered 
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in  any  suit  or  action  brought  or  prosecuted  in  the 
name  of,  or  on  behalf  of,  the  United  States,  but  the 
same,  and  all  other  cases  of  contempt  not  specifically 
embraced  within  section  386  of  this  title,  may  be 
punished  in  conformity  to  the  usages  at  law  and  in 
equity  prevailing  on  October  15,  1914."  (Emphasis 
added. ) 

Since  the  injunction  suits  in  the  instant  case  were 
brought  in  the  name  of  and  on  behalf  of  the  United  States 
pursuant  to  the  authority  of  the  Federal  Food,  Drug,  and 
Cosmetic  Act  [21  U.  S.  C.  332(a)  and  2)2>7],  it  is  clear 
that  the  requirement  of  willfulness  as  set  forth  in  the 
Clayton  Act  |28  U.  S.  C.  386]  is  not  applicable  here.  See 
Forrest  v.  United  States,  277  Fed.  873,  876  ( C.  C.  A.  9, 
1922),  cert,  denied  258  U.  S.  629;  Hill  v.  United  States 
ex  rel.  Weiner,  300  U.  S.  105,  108  (  1937).  In  our  open- 
ing brief,  page  34,  footnote  3,  we  have  already  indicated 
the  limited  extent  to  which  one  section  of  the  Clayton  Act 
[28  U.  S.  C.  387]  is  applicable. 

In  the  absence  of  a  specific  governing  statute,  the  federal 
courts  have  general  authority  to  punish  contempts  under 
Section  268  of  the  Judicial  Code,  28  U.  S.  C.  385.^  [See 
Cyclopedia  of  Federal  Procedure,  2nd  Editions,  Sections 
7222  and  7232.]     This  provision  declares: 

"The  courts  of  the  United  States  shall  have  power 
to  impose  and  administer  all  necessary  oaths,  and  to 
punish,  by  fine  or  imprisonment,  at  the  discretion  of 
the  court,  contempts  of  their  authority.     Such  power 


^This  provision  now  appears  in  substantially  the  same  language 
in  the  new  Title  18,  United  States  Code,  Section  401.  It  will  be 
noted  that  Section  402  of  new  Title  18  is  the  equivalent  of  former 
28  U.  S.  C.  386-389.  Willfulness  remains  an  element  of  Section 
402  but  is  .still  not  an  element  of  Section  401. 


to  punish  contempts  shall  not  be  construed  to  extend 
to  any  cases  except  the  misbehavior  of  any  person  in 
their  presence,  or  so  near  thereto  as  to  obstruct  the 
administration  of  justice,  the  misbehavior  of  any  of 
the  officers  of  said  courts  in  their  official  transactions, 
and  the  disobedience  or  resistance  by  any  suck  officer^ 
or  by  any  party,  juror,  witness,  or  other  person  to  any 
lawfid  writ,  process,  order,  rule,  decree,  or  command 
of  the  said  courts."    (Emphasis  added.) 

Manifestly,  the  word  "willful"  does  not  precede  the  word 
"disobedience"  in  this  provision.  For  this  reason  alone, 
we  submit  that  an  Information  based  on  this  statute  is  not 
defective  if  it  does  not  charge  that  the  contemptuous  acts 
were  done  "willfully." 

Moreover,  there  are  a  number  of  cases  which  rest  upon 
the  proposition  that  disobedience  of  a  court  order  without 
more  is  a  punishable  act  of  contempt,  and  that  the  good 
faith  or  intent  of  the  defendant  may  serve  only  in  mitiga- 
tion of  the  penalty,  not  as  a  defense. 

Thus,  in  Eustace  et  al.  v.  Lynch,  80  F.  2d  652  ( C.  C.  A. 
9,  1935),  this  Court  said  at  page  656: 

"While  the  advice  of  an  attorney  is  not  a  defense  to 
an  act  of  contempt,  it  is  a  matter  to  be  considered  in 
mitigation  in  a  trial  for  criminal  contempt." 

In  the  case  of  In  re  Braun,  259  Fed.  309  (M.  D.  Pa., 
1919),  the  Court  stated  at  page  311 : 

"Though  there  was  disobedience  to  the  command  and 
order  of  the  court,  the  evidence  satisfies  the  court 
that  there  was  no  actual  moral  intent  to  defy  the  court 
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or  its  order,  and,  while  this  is  no  defense,  it  serves 
to  mitigate  the  punishment." 

In  Ufiited  States  v.  Sanders,  290  Fed.  428  (W.  D. 
Tenn.,  1923),  it  was  demonstrated  to  the  satisfaction  of 
the  Court  that  defendant's  pubhcation  tended  to  obstruct 
justice.  The  Court  then  considered  defendant's  argument 
that  he  had  not  intended  to  speak  disrespectfully  of  the 
Court,  saying  on  page  437 : 

"If  there  was  no  intention  to  reflect  upon  the  court 
this  can  only  be  considered  in  mitigation  of  the  of- 
fense." 

To  the  same  effect,  see  also : 

United  States  v.  Ford,  9  F.  2d  990,  992  (D.  Mont., 
1925); 

In  re  Sylvester,  et  al.,  41  F.  2d  231,  236  (S.  D. 
N.  Y.,  1930) ; 

United  States  v.  Johnson,  52  Fed.  Supp.  2>^2,  384 
(W.  D.  N.  Y.,  1943). 

Appellants  quote  at  some  length  from  Screws  v.  United 
States,  325  U.  S.  91,  100-101.  The  statute  there  involved 
had  been  specially  amended  by  Congress  in  order  to  add 
the  word  "willfully."  Justice  Douglas  points  out  (pages 
106-7)  that  not  only  did  the  indictment  not  charge  that 
the  offense  had  been  committed  willfully,  but  also  the 
charge  to  the  jury  failed  to  instruct  the  jury  that  before 
returning  a  verdict  of  guilty  they  must  find  defendants  to 
have  acted  zvillfully. 

In  contrast  to  the  situation  which  prevailed  in  the 
Screws  case,  the  statute  upon  which  the  present  case  is 


based  does  not  specify  willfulness  as  an  element  of  the 
offense,  yet  at  the  trial  both  the  Court  and  the  attorneys 
assumed  that  a  criminal  intent  had  to  he  established.  [R. 
74-77.]  Consequently,  as  a  practical  matter,  Appellants 
received  the  full  benefit  which  might  have  been  derived 
from  the  inclusion  of  the  word  "willful"  in  each  Count  of 
the  Information.  Hence,  the  defect,  if  any,  in  the  Infor- 
mation was  harmless. 

Furthermore,  the  Screws  case  itself  suggests  the  cor- 
rectness of  the  construction  which  we  urge  for  28  U.  S.  C. 
385,  in  accordance  with  its  plain  terms.  At  page  103  the 
Supreme  Court  said: 

"Moreover,  the  history  of  §20  affords  some  support 
for  that  narrower  construction.  As  we  have  seen,  the 
word  'willfully'  was  not  added  to  the  Act  until  1909. 
Prior  to  that  time  it  may  be  that  Congress  intended 
that  he  who  deprived  a  person  of  any  right  protected 
by  the  Constitution  should  be  liable  without  more. 
That  was  the  pattern  of  criminal  legislation  which  has 
been  sustained  without  any  charge  or  proof  of  sci- 
enter. Shevlin-Carpenter  Co.  v.  Minnesota,  218  U.  S. 
57;  United  States  v.  Balint,  supra."  (Emphasis 
added. ) 

The  Supreme  Court  has  upheld  the  validity  of  criminal 
statutes  which  do  not  prescribe  "criminal  intent"  or 
"willfulness"  as  an  element,  and  has  given  effect  to  the 
Congressional  conclusion  not  to  make  intent  or  willfulness 
a  necessary  element. 

Thus  in  United  States  v.  Dotterweich,  320  U.  S.  277, 
the  Court  declared  (page  281)  that  the  Federal  Food, 
Drug,  and  Cosmetic  Act  dispenses  with  the  conventional 
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requirement    for    criminal    conduct — awareness    of    some 
wrongdoing."    Accord: 

Triangle  Candy  Co.  v.   United  States,   144  F.  2d 
195,  199  (C  C.  A.  9,  1944); 

Barnes  et  al.  v.  United  States,  \A2  F.  2d  648,  651 
(C  C.  A.  9,  1944); 

United  States  v.  Greenbaum,  138  F.  2d  437  (C.  C. 
A.  3,  1943). 

It  will  be  noted  that  the  contemptuous  acts  here  involved 
were  also  violations  of  the  Federal  Food,  Drug,  and  Cos- 
metic Act  [21  U.  S.  C.  331(a)]  for  which  criminal  prose- 
cution could  have  been  brought  under  21  U.  S.  C.  333(a) 
without  charging  "a  criminal  intent."  [See  21  U.  S.  C. 
332(b).]  Since  the  Court's  power  to  punish  for  con- 
tempt was  here  invoked,  and  since  the  statute  upon  which 
that  power  is  based  does  not  specify  "criminal  intent"  or 
"willfulness"  as  an  element,  we  submit  it  was  entirely 
proper  not  to  inject  the  element  of  willfulness  into  the 
instant  Information. 

It  is  submitted  that  the  Court  should  give  full  weight  to 
the  statute's  [28  U.  S.  C.  385]  declared  purposes  of  pre- 
venting obstruction  of  the  administration  of  justice  and 
disobedience  of  the  orders  of  a  Court.  When  a  Court 
issues  an  order,  that  order  should  be  obeyed.  If  it  is  not 
obeyed,  there  is  a  contempt.  Unless  the  Court  can  exact 
obedience,  its  authority  and  dignity  are  impaired.  Ex- 
tenuating circumstances  such  as  good  faith  or  ignorance, 
if  present  in  a  particular  case,  may  properly  be  considered 
by  the  Court,  not  for  the  purpose  of  determining  whether 
the  defendant  disobeyed  the  order,  but  rather  for  the  pur- 
pose of  perhaps  mitigating  the  penalty. 
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III. 

The  Meaning  of  "Prescribed,  Recommended,  and 
Suggested." 

Appellants'  Supplemental  Brief  is  interspersed  with 
arguments  repeating  those  already  made  both  in  their 
opening  brief  and  orally,  regarding  the  meaning  of  the 
words  "prescribed,  recommended,  and  suggested"  as  they 
appear  in  the  injunctions.  In  addition  to  all  that  we  have 
said  in  our  original  brief  (Appellee's  Br.  24-30)  and  in 
oral  argument  establishing  defendants'  violation  of  this 
command,  we  submit  that  these  words  should  at  least  be 
given  the  primary  meaning  which  the  defendants  under- 
stood them  to  have. 

Defendant  Colgrove  felt  that  if  he  "advertised"  his  oil 
for  certain  ailments,  then  he  "prescribed,  recommended, 
and  suggested"  the  oil  for  those  ailments.  Thus  he  testi- 
fied [R.  62]  : 

"I  did  not  'prescribe'  on  the  label  for  any  of  the 
fine-print  diseases  in  the  advertisement.  /  had  no 
intention  of  advertising  any  of  the  diseases  in  the 
advertisement  except  those  that  were  highlighted  in 
big  type;  and  that  arrow  pointing  to  those  pictures 
was  the  intention  of  the  arrow,  and  not  pointing  to 
the  entire  balance  of  the  advertisement."  (Emphasis 
added. ) 

Defendant  Colgrove  further  testified  [R.  64]  : 

"Q.  Mr.  Colgrove,  after  the  injunction  the  only 
change  you  made  in  the  advertising  was  to  delete  the 
word  'Acne,'  is  that  right?  A.  In  that  advertise- 
ment; yes,  sir. 
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Q.  And  you  felt  after  that  proceeding  before  this 
court  that  by  deleting  the  word  'Acne'  from  your 
advertising  you  were  complying,  in  good  faith,  with 
the  injunction  of  this  court?  A.  I  did;  because  I  felt 
that  before  deleting  the  word  I  was  advertising  for 
the  five  diseases  named  in  the  heading  advertisement 
in  the  large  type,  and  that  as  long  as  'Acne'  was  not 
in  the  nezv  label,  I  was  obliged  to  delete  it  and  did  so. 

Q.  But  it  is  a  fact,  although  deleting  'Acne'  from 
the  large  print,  it  does  appear  in  the  testimonial  part 
of  the  advertisement,  is  that  right  ?  A.  That  is  true, 
but  it  is  not  as  advertised.  Those  things  are  psycho- 
logically cumulative  and  supportive.  They  were  not 
definitely  advertised."     (Emphasis  added.) 

From  the  foregoing  testimony  it  is  clear  that  defendant 
Colgrove  understood  the  injunctions  to  require  that  the 
labeling  of  Colusa  Natural  Oil  come  into  the  open  and 
state  all  of  the  disease  conditions  for  which  the  oil  was 
''advertised."  Nevertheless,  the  labeling  stated  only  the 
four  disease  conditions  that  were  highlighted  in  the  adver- 
tising, and  did  not  state  the  eight  other  disease  conditions 
that  appeared  in  the  smaller  print  of  the  advertisement. 
In  attempting  to  justify  his  action  which  was  inconsistent 
with  his  own  understanding  of  the  requirements  of  the 
injunction,  he  offers  the  tenuous  reasoning  that  two-thirds 
of  the  advertisement  (the  small  print)  is  not  "advertising," 
but  merely  "psychologically  cumulative  and  supportive." 
We  submit  that  this  exercise  in  semantics  ought  not  per- 
suade this  Court  any  more  than  it  did  the  District  Court. 
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IV. 
Regulation  of  Cosmetics. 

On  page  15  of  Appellants'  Supplemental  Brief,  counsel 
seeks  to  impress  this  Court  with  a  description  of  the  dire 
consequences  which  would  allegedly  flow  from  an  affirm- 
ance in  this  appeal :  the  label  of  every  cosmetic  case  would 
have  to  bear  adequate  directions  for  using  its  powder  puff 
to  overcome  ''shiny  skin."  Counsel  overlooks  the  fact  that 
the  Federal  Food,  Drug,  and  Cosmetic  Act  was  carefully 
drafted.  United  States  v.  Sullivan,  68  S.  Ct.  331,  337. 
Separate  provisions  of  the  Act  define  and  deal  with  cos- 
metics, and  prescribe  special  conditions  under  which  cos- 
metics are  adulterated  or  misbranded.  [21  U.  S.  C. 
321  (i),  361,  362,  363,  364.]  Even  a  casual  perusal  of 
these  provisions  will  show  that  there  is  no  requirement 
that  the  labeling  of  a  cosmetic  bear  adequate  directions  for 
use,  while  of  course,  the  drug  provisions  do  so  require. 
[21  U.  S.  C.  352(f).]  It  is  hardly  necessary  to  labor  the 
reasons  why  Congress  distinguished  in  this,  and  other 
ways,  between  a  drug  and  a  cosmetic. 

V. 

Form  of  Judgment. 

Appellants  complain  that  the  judgments  as  filed  used  the 
word  "or"  rather  than  "and"  in  describing  the  ofifenses. 
[R.  34,  36.]  They  assert  that  this  alone  should  reverse 
the  judgments.  (Appellants'  Supp.  Br.  3.)  But  the  rec- 
ord is  plain  that  at  the  close  of  the  trial  the  Court  found 
the  defendants  guilty  "as  charged"  [R.  78,  79]  in  Counts 
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1-8  of  the  Information.  And  it  is  well  settled  that  the 
judgment  in  a  criminal  case  is  the  pronouncement  by  the 
judge  from  the  bench,  not  the  entry  of  the  judgment  by  the 
Clerk. 

Wilson  V.  Bell,  137  F.  2d  716,  720  (C.  C.  A.  6, 
1943) ; 

Walden  v.  Hudspeth,  115  F.  2d  558,  559  (C.  C.  A. 
10,  1940). 

Conclusion. 

Such  other  matters  as  are  adverted  to  in  Appellants' 
Supplemental  Brief  have  already  been  dealt  with  in  our 
original  brief  and  in  our  oral  argument.  We  respectfully 
submit  that  the  judgments  of  the  District  Court  should  be 
affirmed. 

Respectfully  submitted, 

James  M.  Carter, 

United  States  Attorney; 
Ernest  A.  Tolin, 

Chief  Assistant  U.  S. 
Attorney; 
Norman  W.  Neukom, 

Assistant  U.  S.  Attorney, 
Chief,  Criminal  Division; 
Tobias  G.  Klinger, 

Assistant  U.  S.  Attorney, 

Attorneys  for  Appellee. 

Arthur  A.  Dickerman, 
Of  Counsel — Attorney, 
Federal  Security  Agency. 
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APPELLANTS'  PETITION  FOR  A  REHEARING. 


To  the  Honorable  William  Dennian,  Chief  Judge,  and 
to  Honorable  Associate  Judges  Healy  and  Stephens 
of  the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit: 

Comes  now  Chester  Walker  Colgrove,  trading  and 
doing  business  under  the  firm  name  of  Colusa  Remedy 
Company,  and  Colusa  Remedy  Company,  a  corporation, 
appellants,  and  respectfully  petition  for  a  rehearing  of 
the  judgment  and  decision  entered  and  filed  herein  on 
August  8,  1949,  and  as  grounds  therefor  respectfully  set 
forth  as  follows: 


I — The  Court  in  Its  Opinion  Erred  in  Inferen- 
TiALLY  Holding  that  the  Evidence  was  Sufficient 
TO  Justify  the  Finding  and  Judgment  of  the 
Court  Below  Holding  the  Defendants  Guilty  of 
Criminal  Contempt. 

There  was  a  complete  failure  of  proof  of  any  criminal 
contempt : 

(a)  There  was  absolutely  no  proof  that  the  ''di- 
rections for  use"  on  the  Colusa  labels  were  not 
adequate. 

(b)  There  was  absolutely  no  proof  that  the  de- 
fendants knew  these  labels  to  be  inadequate. 

(c)  There  was  no  evidence  of  any  "wilful"  dis- 
obedience, an  indispensable  ingredient  of  criminal 
contempt. 

II — There  was  No  Sufficient  Pleading  of  Any 
Criminal  Contempt;  the  Court  Failed  in  Its 
Opinion  to  Pass  on  This  Vital  Issue. 

Ill — The  Injunctive  Order  was  so  Vague  and  In- 
definite AS  Not  to  be  the  Basis  of  a  Contempt 
Order  and  Therefore  Violated  the  Fifth  and 
Sixth  Amendments  to  the  U.  S.  Constitution. 

IV — The  Circuit  Court  Erred  in  Considering 
Matters  Not  Before  the  Trial  Court  or  Properly 
Before  This  Court. 

V — The  Court  Failed  to  Rule  on  the  Ques- 
tion OF  Whether  Under  the  Circumstances  of 
This  Case  There  Could  Be  But  a  Single  Con- 
tempt. 

VI — The  Court  Below  was  Without  Jurisdic- 
tion TO  Find  Appellants  Guilty  of  Criminal 
Contempt   Since   Newspaper   Advertising,   Which 


Formed  the  Basis  of  the  Alleged  Contempt,  is 
Exclusively  in  the  Jurisdiction  of  the  Federal 
Trade  Commission,  and  Not  the  Pure  Food  and 
Drug  Act  Under  Which  This  Injunctive  Order 
was  Issued.  This  Court  Should  Expressly  Pass 
Upon  This  Subject. 

VII — The  Court  Erred  in  Not  Discussing  or 
Passing  Upon  in  Its  Decision  All  Other  Impor- 
tant Points  Raised  on  Our  Original  Appeal  and 
Which  We  Reurge  Here  by  Reference. 


INTRODUCTION. 

The  writers  of  this  petition  for  a  rehearing  who  appear 
as  of  counsel,  were  not  participants  until  after  this  court 
had  handed  down  its  decision. 

It  is  only  because  all  counsel  feel  that  there  has  been  a 
real  miscarriage  of  justice  in  this  instance,  and  that  the 
case  is  one  which  should  receive  the  further  consideration 
of  this  court,  that  we  have  prepared  this  petition  for  a  re- 
hearing. We  most  respectfully  ask  the  court  to  give  this 
petition  the  same  consideration  we  have  given  in  its 
preparation. 

It  is  respectfully  submitted  that  a  rehearing  should  be 
granted,  and  the  judgment  below  reversed  because  there 
was  neither  a  valid  pleading  nor  any  proof  of  a  criminal 
contempt. 


THE  FACTS  AS  TO  THIS  CONTROVERSY. 
Before  elaborating  ui)on  the  various  legal  propositions 
stated  in  this  petition,  we  desire  briefly  to  advert  to  the 
salient  facts  in  this  matter  as  indisputably  shown  by  the 
record  below: 

This  entire  controversy,  with  its  most  severe  judgment 
below,  arises  out  of  the  simple  fact  that  appellants  did 
not  print  on  the  Colusa  labels  the  names  of  certain  skin 
ailments  (poison  oak,  itch,  etc.)  which  were  incidentally 
mentioned  in  the  fine  print  in  the  Colusa  newspaper  adver- 
tisements (in  quoting  from  testimonials).  We  understand 
from  what  the  government's  attorney  said  (Record  p. 
53)  that  he  concedes  that  had  these  ailments  been  thus 
named,  the  Colusa  labels  would  have  been  beyond  criti- 
cism, and  not  in  violation  of  the  injunction  below.  This 
very  concession,  in  our  humble  opinion,  completely  de- 
stroys the  government's  case  and  wholly  negatives  any 
possibility  of  a  criminal  contempt!  By  this  concession  the 
government  in  effect  admits  that  the  ''directions  for  use" 
on  the  Colusa  labels  were  entirely  adequate  (which  is  one 
of  the  vital  factual  issues  in  this  case)  since  the  placing 
of  these  names  of  diseases  on  the  label  would  not  make 
the  directions  any  different  or  more  adequate. 

The  second  salient  aspect  of  the  facts  below  which  we 
desire  to  stress,  at  the  outset,  is  that  the  lower  court's  in- 
junction was  and  is  a  quite  general  and  indefinite  order, 
and  therefore  is  violative  of  the  Fifth  and  Sixth  Amend- 
ments to  the  U.  S.  Constitution.  It  does  not  spell  out  any 
exact  or  definite  standards  to  guide  appellants  in  their 
attempt  to  conform  to  it.  Its  wording  is  admittedly 
awkward  and  misleading,  so  much  so  that  the  lower  court 
had  to  concede: 


''The  Court.  The  defendant  is  technically,  literally- 
correct  in  the  literal  meaning  of  the  restraining 
order  *  *  *"  (R.  77). 

''The  Court.  I  think  the  injunction  should,  pos- 
sibly, have  been  worded  in  the  disjunctive  instead  of 
the  conjunctive."  (R.  78). 

The  court  then  proceeded  to  find  appellants  guilty  of 
criminal  contempt  for  having  obeyed  the  letter  but  not 

the  spirit  of  this  indefinite  and  confusing  injunction,  and 
proceeded  to  impose  a  most  severe  judgment. 

We  can  think  of  no  better  description  of  this  example 
of  judicial  wrath  than  the  recent  apt  statement  of  Justice 
Frankfurter  in  a  dissenting  opinion  in  a  civil  contempt 
case  based  on  a  similarly  indefinite  decree : 

"But  courts  should  be  explicit  and  precise  in  their 
commands  and  should  only  then  be  strict  in  exacting 
compliance.  To  be  both  strict  and  indefinite  is  a  kind 
of  judicial  tyranny."^  (McComh  V.Jacksonville  Paper 
Co.,  February  14,  1949,  93  Law  Ed.  Advance  Opinions, 
457,  at  462). 


I.  THE  COURT  IN  ITS  OPINION  ERRED  IN  INFERENTIALLY 
HOLDING  THAT  THE  EVIDENCE  WAS  SUFFICIENT  TO 
JUSTIFY  THE  FINDING  AND  JUDGMENT  OF  THE  COURT 
BELOW  HOLDING  THE  DEFENDANTS  GUILTY  OF  CRIMINAL 
CONTEMPT. 

(1)     The  controlling  law. 

This  is  a  criminal  contempt  proceeding.  The  legal  prin- 
ciples governing  it  are  strict  and  well  settled: 


^Unless  otherwise  indicated,  all  emphasis  herein,  by  italics  or 
otherwise,  is  ours. 


"In  a  proceeding  for  criminal  contempt,  the  pre- 
sumption of  innocence  must  be  applied.  The  burden  is 
on  the  government  to  prove  the  guilt  of  the  defend- 
ants beyond  a  reasonable  doubt.  There  is  no  shifting 
of  the  burden  of  proof.  The  defendants  cannot  be 
compelled  to  testify  against  themselves.  Gompers  v. 
Buck's  Stove  S  Range  Co.,  211  U.S.  418,  444,  31  S.  Ct. 
492,  55  L.  Ed.  797,  34  L.R.A.,  N.S.  874."  {U.  S.  v, 
Balahan,  26  Fed.  Sup.  491,  498.) 

"In  a  contempt  proceeding,  the  government  must 
prove  all  the  essential  elements  of  the  offense  and 
guilt  beyond  a  reasonable  doubt." 

United  States  v.  Resnick,  299  U.S.  207; 

Holt  V.  United  States,  218  U.S.  245; 

Agnes  v.  United  States,  165  U.S.  36; 

Alberte  v.  United  States,  159  F,  (2d)  278; 

United  States  v.  United  Mine  Workers,  330  U.S. 
258; 

Penfield  v.  Securities  and  Exchange  Commission, 
330  U.S.  585; 

McComb  V.  Jacksonville  Paper  Co.,  93  L.  Ed.  457. 

The  following  is  a  succinct  summary  of  the  settled  law 
by  Judge  Stephens  in  Raskin  v.  Superior  Court,  138  Cal. 
App.  668,  33  P.  (2d)  35,  36: 

"Contempt  is  a  disobedience  of  court  by  acting  in 
opposition  to  its  authority,  justice  or  dignity,  and 
is  an  offense  of  a  criminal  nature  which  must  be  sup- 
ported as  other  criminal  charges  are  supported  and 
which  is  subject  to  the  same  presumptions." 

(2)     The  proof  required  herein. 

As  we  read  the  court's  opinion,  the  crux  of  the  decision 
seems  to  be  that  various  skin  ailments  mentioned  in  the 


advertisements  were  not  included  among  the  four  ail- 
ments mentioned  on  the  label.  Such  was  not  the  gravamen 
of  the  charge.  Leaving  aside  the  contention  as  to  whether 
the  wording  of  both  injunctions  was  susceptible  of  the 
restricted  construction  placed  thereon  by  appellants,  we 
submit  that  no  other  conclusion  can  be  arrived  at  but  one 
establishing  the  innocence  of  appellants  of  the  various 
charges  contained  in  the  information. 

Assuming  that  the  ailments  named  on  the  label  con- 
stituted a  prescribing,  recommending  and  suggesting  of 
the  use  of  the  product  for  such  ailments,  and  further 
assuming  that  the  other  skin  ailments  mentioned  in  the 
advertising  likewise  constituted  a  prescribing,  recommend- 
ing and  suggesting  of  the  use  of  such  product  for  such 
additional  ailments,  we  are  confronted  with  no  different 
situation  than  if  such  additional  ailments  had  been  in- 
cluded in  and  set  forth  on  the  label. 

If  all  of  these  ailments  appeared  upon  the  label,  then 
the  sole  question  to  be  determined  was  whether  the  direc- 
tions in  the  one  instance  were  specific  or  in  the  other 
instance  adequate  for  the  use  of  the  product  for  such 
ailments. 

The  burden  of  proof  as  to  the  inadequacy  of  such  direc- 
tions at  all  times  was  upon  the  Government.  No  evidence 
was  introduced  that  the  directions  were  neither  specific 
nor  adequate  for  the  treatment  of  all  ailments  named  on 
the  label  or  referred  to  in  the  advertisements.  The  ab- 
sence of  such  proof  constituted  a  failure  to  prove  any 
or  all  of  the  alleged  contempts. 
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Neither  injunction  directed  that  all  ailments  for  which 
the  product  was  prescribed,  suggested  or  recommended 
should  appear  upon  the  label.  The  injunctions  merely 
provided  that  the  label  should  contain  specific  or  adequate 
directions  for  its  use  in  the  treatment  of  any  ailment  for 
which  it  was  prescribed,  reconunended  and  suggested.  If 
the  use  of  the  testimonials  in  the  advertisements  consti- 
tuted such  prescribing,  recommending  or  suggesting,  then 
the  injunctions  were  fully  complied  with  because  the  di- 
rections were  specific  and  adequate  as  to  the  use  of  the 
product. 

This  court  can,  as  the  lower  court  should  have  done, 
take  judicial  knowledge  of  the  fact  that  the  common  and 
accepted  means  of  applying  lotions,  ungents  and  ointments 
is  by  external  application  either  by  hand  or  by  the  means 
of  an  applicator.  However,  the  burden  was  not  upon  ap- 
pellant to  establish  that  the  directions  were  either  specific 
or  adequate  for  any  of  the  named  ailments;  this  burden 
was  upon  the  Government  and  no  evidence  having  been  in- 
troduced to  support  this  vital  element  of  the  Government's 
charges  and  the  presumption  of  innocence  running  in 
favor  of  appellant,  it  should  be  held  that  appellant  is 
innocent  of  the  charges. 

Lastly,  on  this  point,  let  us  assume  that  all  of  the  ail- 
ments set  forth  in  the  advertisements  were  added  to  those 
set  forth  on  the  label  and  that  the  directions  appearing 
on  the  label  followed  such  designation  of  ailments.  Under 
these  circumstances,  would  an  order  adjudging  appellant 
to  be  in  contempt  find  support  in  the  mere  offering  in 
evidence  of  the  label?    Would  there  not  liave   to  be,  in 
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addition  to  such  label,  evidence  produced  by  the  Govern- 
ment showing  that  the  directions  were  inadequate  ?  Clearly, 
the  answer  to  both  questions  should  be  plain.  The  mere 
introduction  of  the  label  would  not  support  the  charges 
contained  in  the  information.  The  failure  of  the  Govern- 
ment to  introduce  evidence  as  to  the  inadequacy  of  the 
directions  would  constitute  a  fatal  failure  of  proof.* 

The  contempt  charged  below  consisted  of  an  alleged 
failure  of  appellants  to  place  on  the  Colusa  labels 
"specific"  or  "adequate"  directions  for  use  of  Colusa 
Oil  in  all  the  diseases  for  which  it  is  "prescribed"  etc., 
in  the  advertising  material  of  appellants.  In  other  words, 
the  injunction  forbade  the  shipment  in  interstate  com- 
merce of  this  Colusa  Oil: 

u*  *  *  wiijiout  a  label  containing  adequate  directions 
for  the  use  of  such  product  in  the  treatment  of  all 
*  *  *  diseases  for  which  such  product  is  prescribed, 
recommended  and  suggested  in  the  advertising  ma- 
terial *  *  *  of  the  defendants  *  *  *"  (R.  3). 

Now,  it  indisputably  appears  in  the  record  below  (in 
fact — in  the  very  criminal  information  filed  by  the  gov- 
ernment to  initiate  these  contempt  proceedings)   that: 

(1)     These  Colusa  shipments  all  bore  labels. 


*In  arguing  the  insufficiency  of  the  evidence,  we  are  aware  of 
the  stipulation  as  to  facts  that  was  introduced  in  the  lower 
court.  In  our  opinion  this  stipulation  went  no  further  than  re- 
lieving the  Government  from  the  proof  of  certain  physical  facts, 
such  as  activities  in  interstate  commerce,  defendant's  responsi- 
bility for  the  advertisements,  etc.  The  stipulation  did  not  cover 
ultimate  facts  that  would  establish  the  guilt  of  defendant  as  this 
would  be  contrary  to  his  plea  of  not  guilty.  It  was  defendant's 
contention  that  the  labels  complied  with  the  injunction  (Record 
49). 
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(2)     These  labels  contained  ''directions  for  use." 

Therefore,  it  was  incumbent  upon  the  government  to 
prove  by  competent  evidence  and  beyond  any  reasonable 
doubt : 

(a)  That  these  "directions  for  use"  were  not  ade- 
quate for  the  treatment  of  the  diseases  for  which 
Colusa  oil  was  ''prescribed",  etc.  in  the  advertising 
material  of  appellants; 

and 

(b)  That  appellants  knew  that  these  'directions 
for  use"  were  not  adequate. 

Criminal  contempt  requires,  of  course,  proof  of  a  de- 
liberate, that  is,  a  willful  disobedience  of  the  court's  or- 
der below.  An  innocent  violation  of  such  decree  (due,  for 
example,  to  a  misunderstanding  thereof,  or  otherwise) 
would  not  constitute  criminal  contempt.  The  federal  stat- 
ute on  contempt  expressly  requires  this: 

"Section  386.     Contempts:  When  constituting  also 
criminal   contempt.   Any   person   who   shall  willfully 
disobey  any  lawful  writ,  etc." 
Title  18  U.S.C.A.,  Section  386. 

The  United  States  Supreme  Court  has  very  clearly  de- 
fined the  significance  of  the  word  "willful"  in  such  a 
criminal  statute: 

"We  recently  jjointed  out  that  'willful'  is  a  word 
'of  many  meanings,  its  construction  often  being  in- 
fluenced by  its  context.'  *  *  *  But  'when  used  in  a 
criminal  statute  it  generally  means  an  act  done  with 
a  bad  purpose.'  Id.  290  U.S.  394,  78  L.  Ed.  384,  54 
S.  Ct.  223.  And  see  Felton  v.  United  States,  96  U.S. 
699,  24  L.  Ed.  875;  Potter  v.  United  States,  155  U.S. 
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438,  39  L.  Ed.  214,  15  S.  Ct.  144;  Spurr  v.  United 
States,  174  U.  S.  728,  43  L.  Ed.  1150,  19  S.  Ct.  812; 
Hargrove  v.  United  States  (CCA.  5th),  67  F.  (2d) 
820,  90  A.L.R.  1276.  In  that  event  something  more  is 
required  than  the  doing  of  the  act  proscribed  by  the 
statute.  Cf.  United  States  v.  Balint,  258  U.S.  250, 
m  L.  Ed.  604,  42  S.  Ct.  301.  An  evil  motive  to  accom- 
plish that  which  the  statute  condemns  becomes  a  con- 
stituent element  of  the  crime.  Spurr  v.  United  States, 
supra  (174  U.S.  734,  43  L.  Ed.  1152,  19  S.  Ct.  812); 
United  States  v.  Murdoch,  supra  (290  U.S.  395,  78 
L.  Ed.  385,  54  S.  Ct.  223)." 
Screws  v.  United  States,  325  U.S.  91,  161. 

(3)     Was  such  proof  adduced  below? 

It  was  not.  The  government  made  no  effort  to  prove 
either  of  the  aforementioned  basic  elements.  It  neither 
established  that  these  "directions  for  use"  were  inade- 
quate; nor  did  it  undertake  to  show  that  the  appellants 
knew  them  to  be  inadequate. 

Furthermore,  not  only  does  the  record  contain  no  proof 
of  the  inadequacy  of  these  "directions  for  use"  but,  to 
the  contrary,  the  government  in  effect  conceded  below 
that  these  "directions  for  use"  were  entirely  adequate 
insofar  as  the  diseases  named  on  the  Colusa  label  are  con- 
cerned (i.e.,  psoriasis,  eczema,  leg  ulcers,  athlete's  foot). 
As  stated  above,  these  particular  diseases  are  the  most 
severe  and  difficult  skin  diseases.  The  other  skin  ailments 
(i.e.,  poison  oak,  itch,  bed  sores,  etc.)  as  to  which  the 
whole  complaint  in  this  case  arises,  are  admittedly  rela- 
tively minor  skin  diseases,  and  to  a  large  degree  are  but 
minor  manifestations  of  some  of  the  aforementioned  seri- 
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ous  diseases.  It  would  seem  quite  evident  that  ^'direc- 
tions for  use"  which  are  adequate  for  the  aforementioned 
severe  skin  diseases,  would  likewise  be  entirely  adequate 
in  the  treatment  of  these  milder  and  less  difficult  ailments, 
l^articularly  so  when  it  is  realized  that  this  oil  is  applied 
in  exactly  the  same  way  in  the  treatment  of  all  skin  ail- 
ments (i.e.  as  directed  in  these  "directions  for  use"). 

However,  irrespective  of  whether  the  record  below 
affirmatively  shows  that  these  "directions  for  use"  are 
adequate,  the  indisputable  fact  is  that  no  proof  or  show- 
ing was  made  that  they  were  or  are  not  adequate.  Hence, 
a  vital  and  indispensable  link  in  the  government's  case 
is  missing  and  since  the  Government  conceded  that  merely 
by  adding  the  names  of  the  minor  skin  afflictions  to  the 
bottle  would  have  been  sufficient  compliance,  it  conceded 
in  effect  that  the  directions  were  adequate. 

So  important  and  essential  is  this  phase,  that  we  beg 
indulgence  to  restate  it  in  a  somewhat  different  form. 
To  prove  a  contempt  below,  it  was  incumbent  upon  the 
government  to  establish  (beyond  any  reasonable  doubt) 
the  following  four  salient  facts: 

Fact  (1) — That  Colusa  Oil  was  shipped  in  inter- 
state commerce. 

Fact  (2) — That  in  its  advertising  matter  the  Colusa 
Company  prescribed,  recommended  and  suggested  the 
use  of  this  oil  for  treatment  of  certain  diseases. 

Fact  (3)— That  the  "directions  for  use"  on  the 
label  were  not  "adequate"  for  use  of  the  oil  in  the 
diseases  for  which  it  is  recommended  "in  the  adver- 
tising material"  of  Colusa. 
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Fact  (4)— That  appellants  knew  these  ''directions 
for  use "  to  be  inadequate. 

A  large  part  of  the  opinion  of  this  Honorable  Court 
is  devoted  to  a  discussion  of  the  point  as  to  whether  it 
can  be  fairly  stated  that  appellants,  in  their  advertising 
matter,  did  '^prescribe,  recommend  and  suggest''  the  use 
of  this  oil  in  the  treatment  of  poison  oak  and  the  other 
diseases  mentioned  in  fine  print  in  the  testimonials  (in  the 
newspaper  ads)  but  not  named  on  either  the  heading  of 
these  advertisements  or  on  the  bottle  label.  We  believe 
that  the  court's  conclusion  that  this  purely  incidental 
mention  of  these  diseases  in  the  testimonials  constituted  a 
^^prescribing"  of  this  oil  for  these  diseases  is  subject  to 
serious  legal  and  judicial  question.  Even  the  lower  court 
recognized  this: 

''The  defendant  ig   *   *   *  literally  correct  in  the 

literal  reading  of  the  restraining  order  *   *  *"   (R. 

77). 

However,  we  are  not  now  concerned  with  this  phase 
(relating  to  Fact  (2)  above).  Assuming  for  the  sake  of 
argument  the  soundness  of  the  conclusion  of  this  Honor- 
able Court  that  appellants  did  "prescribe,  etc."  Colusa 
oil  for  poison  oak,  etc.  (i.e.  Fact  (2)  above),  the  fact  still 
remains  that  the  record  below  is  completely  devoid  of  any 
proof  that  the  "directions  for  use"  were  not  adequate, 
or  appellants  knew  them  to  be  inadequate. 

Moreover,  insofar  as  any  proof  of  appellants'  intent 
or  knowledge  (i.e.  deliberate  or  willful  violation  of  the 
injunction)  is  concerned,  not  only  is  there  no  such  proof 
but,  to  the  contrary,  the  undisputed  testimony  below  shows 
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a  sincere  and  good  faith  effort  on  the  part  of  appellants 
to  comply  with  the  rather  vague  and  general  writ  below. 
That  unrefuted  evidence  shows  (R.  63),  without  dispute, 
that  ininiediately  after  the  issuance  of  this  injunction,  the 
defendants,  in  a  conscientious  and  diligent  effort  to  com- 
ply with  this  order: 

(1)  Susj^ended  all  intrastate  as  well  as  interstate 
shipments  of  Colusa  oil  (even  though  the  lower  Court 
had,  and  attempted,  no  jurisdiction  whatsoever  over 
the  intrastate  shipments). 

(2)  Printed  new  labels  at  substantial  expense. 

(3)  Recalled  previous  shipments  of  Colusa  oil 
from  various  states,  for  re-labelling,  even  though  de- 
fendants could  have  proceeded  freely  to  sell  and  dis- 
tribute these  pre-injunction  shipments  in  such  states, 
with  impunity  insofar  as  this  injunction  was  con- 
cerned. 

This  testimony  stands  wholly  undisputed  and  unrefuted. 

Furthermore,  the  defendants  expressly  disclaimed,  in 
the  sworn  testimony  below,  any  intent  to  violate  this  in- 
junction.  Mr.  Colgrove  testified: 

"Q.  There  was  no  intent  on  your  part  at  any 
time  to  violate  this  injunction! 

A.    Positively  not. 

Q.  You  did  everything  you  felt  that  was  in  your 
power  towards  complying  with  it? 

A.     I  did."  (R.  63.) 

And,  in  connection  with  this  phase  as  to  the  "good"  or 
"bad"  faith  of  appellants,  we  desire  to  stress  the  follow- 
ing: The  record  below  i)lainly  shows  that  appellants  did 
not  believe  or  understand  that  they  were  "prescribing" 
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this  oil  for  the  several  ailments   (poison  oak,  itch,  etc.) 
incidentally  mentioned  in  fine  print  in  the  advertisements. 

Mr.  Colgrove's  unrefuted  testimony  shows  that  he  did 
not  think  or  understand  that  such  an  incidental  reference 
to  these  diseases  constituted  a  "prescribing"  etc.  And, 
as  stated  above,  the  lower  court  agreed  that  he  was  liter- 
ally correct  in  his  reading  and  interpretation  of  this  in- 
junction. 

This  being  true,  it  is  clear,  we  respectfully  submit,  that 
not  only  is  there  an  entire  absence  of  proof  of  "guilty 
knowledge"  or  "bad  motive"  but  the  record  affirmatively 
shows  at  the  very  most  a  misunderstanding  py  the  de- 
fendants of  the  scope  and  effect  of  this  rather  ambiguous 
writ  below.  This  negatives  any  criminal  contempt. 

In  other  words,  even  assuming  that  Mr.  Colgrove  was 
wrong  (as  this  Honorable  Court  says  he  was)  in  thinking 
that  he  was  not  prescribing  for  poison  oak  and  these  other 
minor  ailments,  still  he  was  acting  under  a  misconception 
of  this  order.  Such  a  misconception,  as  testified  to  by  him 
in  the  lower  court  (and  recognized  by  the  trial  court  as 
"literally  correct")  certainly  negatives  any  "criminal 
intent"  or  deliberate  flaunting  of  the  court's  order. 

For  all  of  the  reasons  above  reviewed,  it  is  clear,  we 
respectfully  submit,  that  there  was  no  sufficient  proof 
of  any  criminal  contempt. 
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II.  THERE  WAS  NO  SUFFICIENT  PLEADING  OF  ANY  CRIMI- 
NAL CONTEMPT;  THE  COURT  FAILED  IN  ITS  OPINION  TO 
PASS  ON  THIS  VITAL  ISSUE. 

It  is  requisite  that  the  information  in  criminal  con- 
tempt proceedings  contain  clear  and  adequate  allegations 
of  all  necessary  facts,  sufficient  to  show  the  commission  of 
a  criminal  contempt  including  an  allegation  of  wilfulness. 
U.  S.  V.  Aherback,  165  F.  (2d)  713;  U.  S.  v.  United  Mine 
Workers  of  America,  330  U.  S.  258. 

It  is  a  cardinal  principle  of  criminal  pleading  that  an 
indictment  or  information  must  allege  the  facts  of  the 
alleged  offense  with  precision  and  certainty,  and  that 
vague  and  indefinite  allegations  will  not  suffice.  The  fol- 
lowing text  statement  epitomizes  the  many  judicial  ex- 
pressions of  the  aforementioned  legal  principle,  viz.: 

"Every  material  fact  and  essential  ingredient  of 
the  offense — every  essential  element  of  the  offense — 
must  be  alleged  with  precision  and  certainty,  or,  as 
has  been  stated,  every  fact  which  is  an  element  in 
a  prima  facie  case  of  guilt  must  be  stated  in  the  in- 
dictment *  *  *  The  offense  and  the  essential  ele- 
ments thereof  must  be  alleged  in  positive  terms,  and 
not  by  way  of  recital  or  mere  legal  conclusions,  un- 
aided by  intendment  or  inference."  (27  American 
Jurisprudence,  p.  621,  Sec.  54). 

The  following  are  a  few  of  the  many  cases  exemplify- 
ing this  settled  legal  principle,  viz. : 

United  States  v.  United  Mine  Workers,  330  U.  S. 

258; 
U.  S.  V.  Hess,  124  U.S.  483,  8  S.  Ct.  571,  31  L.  Ed. 
516; 
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White  V.  U.  S.  (CCA.  Okl.  1933)  67  F.  2d  71; 
Jarl  V.  U.  8.  (CCA.  Neb.  1927)  19  F.  2d  891; 
Clary  v.  Commonwealth,  163  Ky.  48,  173  S.W.  171; 
Merwin  v.  People,  26  Mich.  298,  12  Am.  Rep.  314; 
Collins  V.  U.  S.,  253  Fed.  609  (CCA.  9) ; 
U.  8.  V.  Morse,  287  Fed.  906; 
Harris  v.  U.  8.  (CCA.  Mo.)  104  F.  2d  41; 
See  Rule  42b,  Rules  of  Criminal  Procedure. 

In  most  of  these  cases,  the  upper  court  reversed  a  con- 
viction, after  trial  below,  because  of  the  insufficiency  of 
the  indictment  or  information. 

In  U.  8.  V.  Hess  (supra)  an  indictment  charging  a 
scheme  was  held  insufficient,  as  vague  and  uncertain,  be- 
cause it  failed  to  specify  the  particulars  of  the  scheme. 
The  Supreme  Court  stated  therein: 

*'No  essential  element  of  the  crime  can  be  omitted 
without  destroying  the  whole  pleading.  The  omission 
cannot  be  supplied  bj^  intendment,  or  implication, 
and  the  charges  must  be  made  directly,  and  not  in- 
ferentially,  or  by  way  of  recital."  (124  U.S.  486) 

In  White  v.  U.  8.  (supra)  an  indictment  under  the 
bankruptcy  act  for  concealing  assets  was  held  to  be  in- 
sufficient as  vague  and  uncertain  because  it  failed  to 
specify  the  assets  alleged  to  have  been  concealed.  In  thus 
invalidating  the  indictment,  the  court  emphasized  the 
settled  rule  that : 

'*  Every  ingredient  of  which  the  offense  is  com- 
posed must  be  accurately  and  clearly  alleged."  (67 
F.  2d  73) 

In  Collins  v.  U.  8.  (supra)  this  Honorable  Court,  in  re- 
jecting an  indictment  as  insufficient,  stated : 
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''The  indictment  charges  that  the  defendant  did 
willfully  make  and  convey  false  reports  and  false 
statements  with  intent  to  interfere  with  the  operation 
and  success  of  the  military  forces  of  the  United 
States.  But  neither  the  defendant  nor  the  court  is 
advised  as  to  what  the  reports  and  statements  were, 
and  the  allegation  is  the  sheerest  conclusion."  (253 
Fed.  612) 

Application  of  these  settled  principles  to  the  information  filed 
in  this  proceeding. 

Applying  these  settled  principles  of  constitutional  law 

and  the  rules  to  the  instant  case,  it  is  at  once  apparent, 

we  respectfully  submit,  that  this  criminal  information  was 

required  to  contain  clear  and  positive  factual  allegations 

showing : 

(1)  That  the  "directions  for  use"  (admittedly  on 
the  Colusa  labels)  were  not  "adequate"  in  the  treat- 
ment of  the  diseases  for  which  Colusa  oil  was  "pre- 
scribed" in  the  advertising  material  of  appellants. 

(2)  That  defendants,  at  the  time  they  used  these 
labels,  knew  that  these  "directions  for  use"  were  not 
adequate. 

Obviously,  in  such  a  proceeding,  one  of  the  most  im- 
portant phases  of  such  a  criminal  information  would  be 
detailed  factual  allegations  showing  wherein  or  why  the 
"directions  for  use"  are  claimed  to.be  inadequate. 

There  is  an  entire  absence  in  the  Information  herein 
of  any  such  allegations.  Neither  of  said  fundamental  req- 
uisites aforementioned  is  complied  with. 

Furthermore,  there  is  not  even  a  general  allegation  in 
the   Information   that   defendants   ''willfully   disobeyed" 
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(to  borrow  the  words  of  the  controlling  statute)  the  in- 
junction below. 

The  only  effort  to  allege  a  criminal  contempt  is  the 
following  language  in  Count  Three  (R.  6)  of  the  Informa- 
tion (which  is  typical  of  the  language  employed  in  the 
other  counts) : 

''That  the  labels  on  defendants'  product,  as 
shipped  to  said  Schlintz  Bros.  Drug  on  July  9,  1947, 
disregard  the  requirements  of  the  permanent  injunc- 
tion described  in  Count  I  since  they  fail  even  to  at- 
tempt to  bear  adequate  directions  for  use  of  the 
product  in  the  treatment  of  all  ills,  conditions  and 
diseases  for  which  the  product  is  prescribed,  recom- 
mended, and  suggested  in  the  advertising  material 
disseminated  and  sponsored  by  the  defendants." 

It  is  respectfully  submitted  that  these  allegations  do 
not  even  remotely  approach  a  sufficient  pleading  of  facts 
showing  a  criminal  contempt.  At  the  very  most,  this  al- 
legation is  a  pure  conclusion  of  law. 


III.  THE  INJUNCTIVE  ORDER  WAS  SO  VAGUE  AND  INDEFI- 
NITE AS  NOT  TO  BE  THE  BASIS  OF  A  CONTEMPT  ORDER 
AND  THEREFORE  VIOLATED  THE  FIFTH  AND  SIXTH 
AMENDMENTS  TO  THE  U.  S.  CONSTITUTION. 

In  order  for  an  injunctive  order  to  be  valid  it  must 
be  in  no  uncertain  terms. 

Kraus  &  Bro.  v.  U.  S.,  327  U.S.  614  (1946). 

Patent  omissions  could  not  be  omitted  by  the  pleader 
and  supplied  by  the  court. 
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IV.  THE  CIRCUIT  COURT  ERRED  IN  CONSIDERING  MATTERS 
NOT  BEFORE  THE  TRIAL  COURT  OR  PROPERLY  BEFORE 
THIS  COURT. 

CONSIDERATION  OF  MATTERS  OUTSIDE  THE  RECORD. 

In  the  opening  paragrai)h  of  its  opinion,  reference  is 
made  to  alleged  court  experiences  of  these  appellants. 
Reference  is  made  to  United  States  v.  9  bottles  of  Colusa 
Natural  Oil,  78  Fed.  Supp.  721.  We  direct  attention  to  the 
fact  that  that  case  has  not  become  final  on  appeal  and 
a  petition  is  presently  being  prepared  by  eastern  counsel 
for  certiorari  to  the  United  States  Supreme  Court.  Such 
case  not  being  final  could  not  be  considered  for  any  pur- 
pose. Estate  of  Ricks,  160  Cal.  467;  Tatum  v.  Levi,  3 
Pac.  (2d)  963,  967.  For  further  interest  it  is  to  be  noted 
that  the  case  referred  to  was  not  a  case  involving  con- 
tempt, either  civil  or  criminal  but  was  a  libel  action  and 
therefore  proceeded  on  rules  in  admiralty.  We  submit 
that  the  cited  case,  still  undecided  by  final  court  action, 
should  have  had  no  place  whatsoever  in  the  consideration 
by  this  court  of  the  proceedings  in  that  case.  The  eastern 
case  was  a  libel  action  where  a  libel  had  been  filed  for  con- 
demnation of  a  shipment  of  nine  bottles  of  Colusa  oil 
and  the  case  was  governed  by  rules  similar  to  those  in 
admiralty.  Again,  the  trial  court  did  not  have  the  eastern 
case  nor  any  of  the  facts  in  that  case  before  it  in  arriving 
at  its  finding  of  contempt,  nor  could  it  properly  have  con- 
sidered it  as  proceedings  in  the  court  below  were  for  an 
alleged  violation  of  its  order  and  not  anj^  other  order, 
injunction  or  decree.  An  Appellate  Court  is  confined  to 
the  evidence  of  the  court  below  on  which  the  adjudication 
of  guilt  was  made. 
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Title  28,  Section  863,  36  Stat.  1167,  followed  by  Rule 
75  Rules  of  Civil  Appeal  and  Rule  39  Rules  of  Criminal 
Appeal. 

Marhury   v.   Madison,   1   Cranch    (U.S.)    137,   175, 

2  L.  Ed.  60; 
Estate  of  Ricks,  160  Cal.  467; 
Tatum  V.  Levi,  3  Pac.  (2d)  963,  967. 

We  believe  prior  court  experiences  of  these  appellants 
have  prejudiced  them  in  the  consideration  of  this  appeal 
and  we  submit  a  rehearing  should  be  granted  so  that  they 
may  have  this  appeal  considered  exclusively  on  the  issues 
here  involved. 

We  submit  this  part  of  our  petition  without  amplifica- 
tion as  we  feel  that  merely  to  state  the  point  is  sufficient. 


V.  THE  COURT  FAILED  TO  RULE  ON  THE  QUESTION  OF 
WHETHER  UNDER  THE  CIRCUMSTANCES  OF  THIS  CASE 
THERE  COULD  BE  BUT  A  SINGLE  CONTEMPT. 

IF  THERE  WAS  CONTEMPT  THERE  WAS  BUT 
ONE  SINGLE  CONTEMPT. 

In  their  appeal,  appellants  urged  as  error  the  finding 
that  they  were  guilty  of  eight  separate  criminal  con- 
tempts and  judgment  was  imposed  on  them  on  eight 
separate  counts.  This  court  has  failed  to  pass  upon  the 
issue  of  whether  there  were  eight  contempts  or  only  one 
contempt. 

There  was  one  label  on  all  the  bottles.  The  label  did 
not  change.  The  newspaper  advertising  was  all  of  the 
same   type  and  character.  We   submit  every  publication 
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did  not  make  it  a  separate  contempt  nor  does  the  fact 
that  advertisements  were  published  in  different  cities 
make  separate  contempts.  For  an  analysis  of  a  similar 
situation,  we  refer  to  People  v.  Stephens,  79  Cal.  428.  In 
that  case  the  defendant  was  charged  with  libel.  On  his 
acquittal  there  was  an  attempt  to  charge  him  with  other 
libels.  The  court  held  that  there  was  but  a  single  offense. 

See  also 

In  re  Morford,  137  Cal.  App.  662,  667; 
State  V.  King  (La.),  17  So.  288. 

If  there  was  "willful"  disobedience,  we  submit  there 
was  but  a  single  order  which  was  disobeyed.  We  believe 
the  Supreme  Court  took  this  view  of  the  United  Mine 
Workers  case.  Otherwise,  there  would  have  been  a  sep- 
arate count  filed  for  each  day  the  miners  remained  out 
on  strike.  We  cannot  agree  that  this  was  the  Congres- 
sional intent. 

It  is  worthy  of  passing  interest  to  note  in  the  United 
Mine  Workers  case  that  the  defendants  were  charged  with 
'Svillful"  disobedience  and  evidence  was  offered  to  prove 
the  charge. 
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VI.  THE  COURT  BELOW  WAS  WITHOUT  JURISDICTION  TO 
FIND  APPELLANTS  GUILTY  OF  CRIMINAL  CONTEMPT 
SINCE  NEWSPAPER  ADVERTISING,  WHICH  FORMED  THE 
BASIS  OF  THE  ALLEGED  CONTEMPT,  IS  EXCLUSIVELY  IN 
THE  JURISDICTION  OF  THE  FEDERAL  TRADE  COMMIS- 
SION AND  NOT  THE  PURE  FOOD  AND  DRUG  ACT  UNDER 
WHICH  THIS  INJUNCTIVE  ORDER  WAS  ISSUED.  THIS 
COURT  SHOULD  EXPRESSLY  PASS  UPON  THIS  SUBJECT. 

This  court  failed  to  pass  upon  the  question  specifically 
in  its  opinion  as  to  whether  newspaper  advertising  came 
within  the  purview  of  the  Pure  Food,  Drug  and  Cosmetic 
Act.  If  it  did  not  the  court  below  was  without  jurisdic- 
tion to  extend  its  decree  to  cover  neivspaijer  advertising. 
Advertising  material  that  accompanies  the  package  has 
been  held  to  be  within  the  scope  of  the  Pure  Food  and 
Drug  Act.  Kordel  v.  U.  S.,  93  L.  Ed.  73,  but  advertising 
in  newspapers  was  specifically  omitted  from  the  act  and 
left  to  the  Federal  Trade  Commission.  The  Solicitor 
General,  in  arguing  the  case  of  Kordel  v.  U.  S.,  93  L.  Ed. 
74  and  U.  S.  v.  Urbuteit,  93  L.  Ed.  79,  stated  to  that 
court  that  newspaper  advertising  was  not  within  the  pur- 
view of  the  Pure  Food  and  Drug  Act.  This  was  left 
to  the  Federal  Trades  Commission,  Sec.  12  Federal 
Trades  Commission  Act  Public  Law  No.  203,  63rd  Con- 
gress as  amended  by  52  Stat.  114;  U.S.C.  15:42. 

Eepeated  attempts  have  been  made  by  the  Pure  Food 
Administrator  to  get  Congress  to  extend  its  scope  to  news- 
paper  advertising,   but   Congress  has   refused   to   do   so. 

The  trial  court,  however,  construed  its  injunction  to 
apply  to  newspaper  advertising,  not  within  the  scope  of 
the  Act.  And  this  court  has,  erroneously  in  its  opinion, 
approved  of  that  extention  of  the  trial  court's  decree. 
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The  appellants,  however,  had  a  right  to  rely  on  Con^ 
gress'  determination  that  ''advertising"  does  not  include 
newspaper  advertising  but  could  legally  only  refer  to  such 
advertising  material  that  accompanied  the  package  or 
article  as  in  the  Urhuteit  and  Kordel  cases. 

The  court  below  and  this  court  therefore  erroneously 
applied  its  decree  beyond  the  subject  matter  of  its  juris- 
diction or  the  jurisdiction  of  the  Food  and  Drug  Admin- 
istrator, and  in  conflict  with  the  argument  of  the  Solicitor 
General  in  the  Urhuteit  and  Kordel  cases. 

In  Kordel  v.  U.  S.,  the  Supreme  Court  said  (93  L.  Ed. 
75): 

''A  criminal  law  is  not  to  be  read  expansively  to 
include  what  is  not  plainly  within  the  language  of 
the  statute  {U.  S.  v.  Resnich,  299  U.S.  207,  andl 
Kraus  &  Bro.  v.  U.  S.,  327  U.S.  614),  since  the  pur- 
pose fairly  to  apprise  men  of  the  boundaries  of  the 
prohibited  action  would  then  be  defeated.  U.  S.  v. 
Sullivan,  332  U.S.  689,  693 ;  Winters  v.  Newport,  333 
U.S.  507." 

This  is  a  matter  of  such  great  importance  as  to  re- 
quire a  rehearing. 


VII.  THE  COURT  ERRED  IN  NOT  DISCUSSING  OR  PASSING 
UPON  IN  ITS  DECISION  ALL  OTHER  IMPORTANT  POINTS 
RAISED  ON  OUR  ORIGINAL  APPEAL  AND  WHICH  WE  RE- 
URGE  HERE  BY  REFERENCE. 

"On  appeal  no  new  evidence  shall  be  received  in 
the  Supreme  Court  except  in  admiralty  and  prize 
cases."  R.  S.  698,  March  3,  1911.  36  Stat.  1167. 
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We  submit  that  consideration  of  acts  of  another  District 
'^ourt  not  before  the  trial  court  in  considering  the  inno- 
cence or  guilt  of  the  defendant  constitutes  taking  new 
ividence.  This  is  forbidden. 

We  urge  all  the  other  points  raised  in  the  appeal  in 
this  case  to  which  reference  is  made  and  we  once  again 
ask  their  consideration.  However,  we  believe  the  mat- 
ters above  discussed  are  sufficient  to  justify  further  hear- 
ing by  this  court. 


CONCLUSION. 

It  is  respectfully  submitted  that  in  the  interests  of 
substantial  justice  a  rehearing  of  this  matter  should  be 
granted. 

We  pray  for  rehearing,  and  reversal  of  the  judgments 
below  and  an  order  directing  the  court  below  to  dismiss 
the  proceedings. 

Dated,  September  6, 1949. 

EespectfuUy  submitted, 
Morris  Lavine, 

Attorney  for  Appellants. 
Leo  R.  Friedma]!?, 
William  B.  Acton, 
Of  Counsel. 


Certificate  of  Counsel. 

I  hereby  certify  that  I  am  counsel  for  appellants  and 
petitioners  in  the  above  entitled  cause  and  that  in  my 
judgment  the  foregoing  petition  for  a  rehearing  is  well 
founded  in  point  of  law  as  well  as  in  fact  and  that  said 
petition  for  a  rehearing  is  in  good  faith  and  not  inter- 
posed for  delay. 

Dated,  San  Francisco, 
September  6, 1949. 

Morris  Lavine, 

Counsel  for  Appellants 
and  Petitioners. 
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In  the  District  Court  of  the  United  States 
For  the  District  of  Oregon 

No.  Civ.  2949 

C.  B.  SPENCER, 

Plaintiff, 

vs. 

J.    W.    MALONEY,    United    States    Collector    of 
Internal  Revenue  for  the  District  of  Oregon, 

Defendant. 

COMPLAINT 

Comes  now  the  Plaintiff  and  for  cause  of  suit 
against  the  above  named  Defendant,  alleges: 

I. 

That  at  all  times  mentioned  herein  Defendant 
was  and  now  is  the  duly  appointed,  qualified  and 
acting  Collector  of  Internal  Revenue  of  the  United 
States  for  the  District  of  Oregon,  having  offices 
at  Portland,  Multnomah  County,  Oregon. 

II. 

C.  B.  Spencer,  Plaintiff  herein,  is  a  resident  of 
the  State  of  Oregon,  and  a  citizen  of  the  United 
States. 

III. 

Jurisdiction  of  the  within  cause  rests  upon  the 
provisions  of  Judicial  Code  of  the  United  States, 
Section  24  ns  amended   (28  USCA  sub-division  5, 
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Section  41),  Sections  322  and  3772  of  the  United 
States  Internal  Revenue  Code,  as  amended,  and  the 
provisions  of  Section  23  and  122  of  the  Internal 
Revenue  Code,  as  amended:  The  amount  in  con- 
troversy herein  exceeds  $3,000.00. 

IV. 

That  on  or  about  June  15,  1944,  Plaintiff  filed 
with  Defendant  his  Amended  Income  Tax  Retuin 
for  the  fiscal  year,  March  1,  1942,  to  February  28, 
1943,  showing  a  tax  liability  of  $141,722.80. 

That  on  or  about  June  15,  1944,  Plaintiff  filed 
with  the  Defendant  his  Income  Tax  Return  for 
the  fiscal  year,  March  1,  1943,  to  February  29,  1944, 
showing  a  tax  computation  of  $43,588.18,  and  a 
combined  income  and  victory  [1*]  tax  liability  of 
the  plaintiff  in  the  sum  of  $152,619.84  for  the  fiscal 
years  ended  Feb.  28,  1943,  and  Feb.  29,  1944. 

That  thereafter,  and  by  reason  of  the  provisions 
of  Section  6  (c)  2  of  the  Current  Tax  Payment  Act 
of  1943,  as  amended  by  Section  506  of  the  Revenue 
Act  of  1943,  Plaintiff  paid  to  Defendant  the  sum 
of  $76,107.40  on  his  Return  for  the  fiscal  year  ended 
February  28,  1943,  and  $76,297.91  on  his  Declara- 
tion of  Estimated  Tax  for  his  fiscal  year  ended 
February  29,  1944,  and  $214.53  on  his  final  Indivi- 
dual Tax  Teturn  for  the  fiscal  year  ended  Febiuary 
29,  1944,  being  payment  in  full  for  the  fiscal  years 
ended  February  28,  1943,  and  February  29,  1944. 


•  Page  numbering  appearing  at  foot  of  page  of  originai  certified 
Transcript  of  Record. 
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V. 

That  during  Plaintiff's  fiscal  year,  March  1,  1944, 
to  February  28,  1945,  Plaintiff  suiiered  a  net 
opeiating  loss  in  the  amount  of  $127,052.35:  That 
of  this  loss  the  sum  of  $109,910.96  represents  a 
"net  operating  loss-carry  back"  as  defined  by  Sec- 
tion 122  of  the  Internal  Revenue  Code  as  amended : 
That  said  net  operating  loss  was  incurred  by 
Plaintiff  in  the  operation  of  a  business  regularly 
carried  on  by  him. 

VI. 

That  thereafter  on  or  about  April  21,  1945, 
Plaintiff  duly  filed  with  the  Commissioner  of 
Internal  Revenue  his  Claim  for  the  refund  of 
taxes  illegally  collected  and  retained.  That  said 
Claim  was,  in  all  respects,  in  due  and  projDer  form 
and  petitioned  for  the  refmid  of  the  sum  of  $93,- 
565.04,  being  the  excess  amount  of  taxes  paid  h\ 
Plaintiff  for  Plaintiff's  fiscal  year,  March  1,  1942, 
to  February  28,  1943,  above  the  amount  of  tax  due 
for  said  year  by  virture  of  Plaintiff's  net  operating 
loss  carry-back  suffered  during  Plaintiff's  fiscal 
year,  March  1,  1944,  to  February  28,  1945.  A  copy 
of  said  Refund  Claim  is  attached  hereto  and  de- 
nominated "Exhibit  A"  and  is  made  a  part  hereof 
as  if  duly  set  forth  in  this  paragraph. 

VII. 

Tliat  more  than  si:c  months  have  expired  since 
the  filing  of  the  above  described  Claim  for  Re- 
fund, and  the  Commissioner  has  failed  and  refused 
to  allow  or  to  reject  said  Claim. 
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VIII. 

That  on  or  about  the  21st  day  of  April,  1945, 
plaintiff  filed  with  the  defendant  an  individual 
income  tax  return  for  the  fiscal  year  ended  Feb. 
28,  1945,  [2]  showing  no  tax  liability  against  the 
plaintiff  for  said  fiscal  year  and  in  which  return 
plaintiff  claimed  a  net  loss  from  his  business  for 
the  said  fiscal  year  in  the  sum  of  $127,052.25. 

Wherefore,  Plaintiff  prays  for  judgment  against 
the  Defendant  in  the  sum  of  $93,565.04,  together 
with  interest  as  provided  by  law,  and  together  with 
his  costs  and  disbursements  incurred  herein. 

/s/  ROBT.  T.  JACOB. 

/s/  JEROME  S.  BISCHOFF. 

Counsel  for  Plaintiff. 

[Endorsed]:   Filed  October  27,   1945. 
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ttotdtariifliiiMiii^  ^  ' 

^^^"^'igllli  fc*«wp«>«tloa.  the  data  italta^^adwHfctta iiaJa—^lrtlaait  by  tta 

■**■•  aalHn^  la  4pb  ta'  the  eotyasatioa.  . 


iTTTwrn^mmimMt^'it- ' 


E    .'^'1^_- 


i 


CMUttrnttimmtmin M  — «rfc«lf  l>fawh»l.tN».    Jm0  kahmm  mtm  (trnTi  '***" 

U  »^<  !■  Ml  with  wfpm.    S— MpMw>»lBHwiHiBifc>aillM— tUNWjjj^'  Y 


0.  S.  INDIYDHUL  INCOME  TAX  RETUM 

FOR  CALENDAR  YEAR  1944 

k«M« Wtjr^.l.-^ Mi^  «*i ..  F«bimai7  .2t_«  •■ 


1944 


tmnOna.'-tmtmmtt^tmm.jmmmmtfmWmhit^llam^rmmfl-Htm.),- 
iw  iitai%  >  iw  k^  taiMi  VM  ha  *M  IMH.  cMMlk«  aWb  if  MfM  Amb  «  «i4> 
Mfai  Ihi^  «  if  Mck  •««  aJ  Ml  ■«•  1^  tin  d  iiw  •««.  Mlali^Md  iitoML 


d.b.a  SPBICB 
NAME C...B...SPBOB.„„ JtMmMxJXmtMMJ.. 

TIXASE  PWNT.    HiUiMnbi>«k  -  

ADORESS 835  Oak  Straat 


ltaJ«fc.*HU<h(Mi 


l»iMl«teh« 


.(CMkMt'iS«>ai») 


^%la*9  Oxvgoa 


SockiS«unty 
No.Cfi.y)..  . 


Tw 


LHtjwMBMM.    »  mmlmt  mdfmm  Witt  (m  kmhmtiUi  m  iatmm,miilimm*imtntmmtlkm*mt  mi  w^a  ytmmfl  mm 
wi,{mki^mii.  mwmmmtt^m*mmiklifmwU,m*mammtlhmlim,SMw^f,cmuUmK»ikmm,^^,l,k,imJo^^ 


NAME  (Phut  pnM) 


n»mt ...  y.f..  Pa 

Tilan  Spiral 


llll.  ttlllK 

Mothar 


T*w 


2.  Ealv  ;■«  M^  *i(M.  mImim,  hi 


I  l»M.  BEFORE  PAT-ROa  DEDUaiONS  i«  u»t.  aut, 

,  M*  Imtruction  1 


FKINT  EMPLOYEHI  NAME 


IvHFJIF  CMTUYED  (CHT  ;tHD  n*Tcl 


HMTto 


Tn 


"^  ~  Eater  total  bere  a^  {$ 

XElnter  here  the  total  amount  ot  your  dividend*  and  interect  (iDciudinf  iotcrat  from  Go*cmmait  i 

nUifJtinM  unlfM  »hnlly  >«>mpt  h«ww  t...tw^) I 

4. If  you  received  any  other  income,  give  detail*  on  page  3  and  enter  the  total  here (118^^1  (itkf 

S.Add  amounU  in  item*  2.  3,  and  4.  and  enter  the  total  here $         /-.t  ^    .  o-,  x.\ 

U  itttB  5  ukWm  incoiM  o<  both  huibuM  Ui^}«4Bii  fXU 

•od  wife.  itiMr  bmboarf't  income  heic  t ;  wih'i  income  here.  I.        

IFTOUIIN00KSWASIJESSnUNiS,tM.— Y«M7fa4|««luii«»luliUiMM«2.    Thie  kUe. -hirh  u  rrmJed  hf  k«,  i 

lh^nailuntMwa«an4iBa»TasC«ar<Uli«ioapM«<-   The  libit  mliMiHrily  ilWw  it>»i<  It  partem  »t  ^.sMJaoMia 

aAAtriias.  ■*«•<  lOM,  cuafe*  baM,  mpfcal  eipcoMa.  and  ■HcObaMi  eiyam.    If  yow  etiiemd**'!  mmI  Imim  *i  i 

>iaiaaMUp««Bl,ll«aaalfkl>  jmM  idtMOfo  to  to—  tbea  aJ  1 1  m  ii  y»»  m  a  »«*«  <■ 

VroUtMOOIC  WASIMMOKMORE.— DurnefdlhetutaUoudeo^^rMlaapa**-     Ta  ■.!  either  libo  »  etaf^f  li  hrlia 

ifSN  a  llarin  |iV  Maliea,  nUcbaw  i«  !•  far  ijTaniafe^ 

MBMIO  AMI  Wiri— If  kiAaJ  mi  wH,  th  mm**'  n»mm,  mi  a*  iliBa*  Madtaa.  «■  eAtr  aal  tU  Ika 


*-E"t«r  your  tax  hon  table  on  page  2.  or  (ran  line  15.  page  4 || 

7.H0W  much  kavc  yon  paid  on  your  1944  income  tax?  ( 

(A)  By  withlialdiag fron  your  wage*  (*a«*«rMMiN  «iM»ii.t— w-*i-|$ JiOIS. 

(B)  By  payMOt*  00 1944  Declaration  J  E*tiniated Tax ; KHE. 


Eitter  total  herta^T 

8.U  reur  tax  (itcn  6)  i»  larcer  tUn  paymenU  (itcn  7).  eater  BALAMZ  OF  TU  DUE  here 

9.1f  yoor  paynwwti  Qfrn  7)  an  Ivfer  tUn  your  tax  (item  6),  enter  the  OVERTATMNT  kerc. 


ion 


\,m»^.m^iii9m^muMLhi^r^. 


s 


b  ynr  iNb  («  kakMf)  1 
H'Ya.-vdlik^ir: 
NaM  rf  «4i  (a 


,     <*' 


S!^ 


Itai  Ua  aMJHrf  kr  «•  *ai4  »  <U  ta»4 


_..^ /ir^o^   M..c-„B 


>»hifJt£2Lr,ir 


■^.. 


-ax^ic^ 


-J 


fuOk* 


iBMtMLltMilMI 

■<■!»  c-nwnr  (OR  uw)  wk>m  miswiss  ok  pkofessiow. 

(2)  UaiaMi  Mine  3p«l>ftfT. 


<»-Batt!r4sSii5ris*«SiSiS 


JtMhTMlMV) 


MfQPOOOOSSOLD 

Jl      II    1 1 1 1  1 1> 

fa  taMi  X.'' « ■«  •  M.- M  ■« 


rt  bi|ii«iH|  «<  ywf. 
MUadiM  bM^hraik.... 


bMriil  ind  iiip^ri 

llHrcatt>(a»UBiDScMukC)| 

Tatalo(liM2to6 ') 

mmytatorffodtiytar |_^^ 

•t  ent  a<  foodi  hU  (line  7  iMil 
faK  8) $ 


i      OTHEA  BUSINESS  DEDUCTIONS 
I  II.  S«kh«iUKi«MM  not  included  uTdHr" 

:  12.  laurat  oa  buMMM  indcfatcdraH 

I  n.  Tkm  oa  buHiMM  end  bunacH  pf«p«t]r„ 

I  14.  Low  (e«pl«ia  n  Schtduk  C) — 

IS.  B*d  dcfaU  tritiai  froai  ula  or  Mrrica  .. 
\i.  Dtr«$«f«.^UiMa§kWApleti«. 

(cipUin  in  Scludulo  F) 

'   17.  Rcnt.r*P*in.ud«tlMreipcniM(<ipiiia 

.1  ln5th«Jul.C)   ... 

U.  Amortiution    o<    cnvfaicy    holitiM 

(*tuch  MaUment)  

19.  Net   opentiai   la«  dedurtina  (attach 
•utement)         ■- 


^ 


"WiiiJA 


20 


Toulo<luM*lliol9. 


3i^<^  37 


i     160. 


I  pro6t  (luM  I  IcM  line  9)  ..11. 


^. 


63 


21  Tot.lo<liiw.9uKi20 \%      1^^61^   63 

22.  N«t  proAt  (or  low)  (Ime  I  lew  hi.  21) ...i(l^7*Q5iJ. 


chodul«  P.— CAINS  AND  LOSSES  FROM  SALES  OR  EXCHANGES  OF  CAPITAL  ASSETS.  ETC. 

t|Ui  (or  Iom)  from  wlc  or  ochtaie  o<  capittl  uwtt  (troai  NparaU  Schedule  D) 

t  lain  (or  Iom)  from  mIc  or  achanfc  o<  property  otlief  than  capital  aieeta  (Irom  tcparaw  Schedule  D) —  ._-.-■- 


Jai20, 


351 
651. 


laduU  E.— INCOME  FROM  PARTNERSHIPS.  ESTATES  AND  TRUSTS.  AND  OTHER  SOURCES  . 


tad  iddrcM  ol  partnenhip,  tyndicatc  etc Amount.  (  - 

and  eddreee  of  teute  or  tnal Amount,  j.. 

nurcei  (lUU  nature) _ _ .Amount.  U_ 

Toul... 


Total  income  from  above  aourcea    (Entar  a*  itam  4,  pf  1)- 


ScImJuW  r.— CXfUWATlOW  or  DCDUCnoW  FOR  PePRECIATlOW  CLAIMED  IN  SCHEDWJS  B  AND  C 

IS.CaMoiMWha^ 
2.  DMi  |(D>  aM  ><h*  Im4 
tolim 


toJ.8.^81 


66} 


o 


u 


MM  IIIES  Qt  EUillKES  OP  (0  CmTAL  ASSEn  AMD  (0  rMrnn  ORBR 

IHAN  OBTTAL  Assets 

(M  K  n»  «n  1»  COUBCTOK  or  MiamM.  nVEMB  VRH  PMM  M«) 
ii»:  rteCiJ«iiiarYMrl944  _ 


taMft 


^1     V  '    •*' 


amMtWi  CtfTOL  QUHS  AM)  LOSSES— ASSETS  HELD  hWT  MOKE  THAN  «  MONTHS 


L^llilwh»lnMCit»htMl.eelBi^cli 


below). 


lanxBM  armL  c*»g  un  losses— assets  heid  for  more  than  « MoNnc 


*  IMi  ■  edmrn  Jw  Im  I  aad  1  (Enter  on  in  I.  SdwUe  ^  par  3^  F^a™  1040). 


1  Sk  ba  I  mi  2.  (The  umant  to  be  nAari  m  liw  I.  Schedule  D.  |«t>  3.  Form  1040,  U  (I)  thk  Ken  or 
<r  adjiHted  (roa  ioconie  if  Ui  k  computed  by  uee  of  ttie  tax  laUe  en  pa^c  2,  Form  1040.  computed 
toopitai  gMmor  lowe*.  or  (3)  »I.OUa  ohidieTeT  i»  wndleet) 


:  X  1  X  I  I  X  '.$ 


COMPUTATION  OF  ALTERKATIVE  TAX 

<te  w»  ■  IM  M  »  fi  «t  m*  IwH—  enpilal  gain  oeer  wt  AxH  !■■  capital  loM,  id  he  5,  p«i»  4.  fW»  1940,  excee«hj16jjjg_ 


NLNaMJtnO%afia*9). 


IL  hrtUiKObi«|il«lM  MQl 


ttaOMlllAalMl}). 


M.  TalJ  Mml  tai  Hd  mm  Oat  6  piM  Im  Ml  pv4k 


H  Tm  faUky  (fee  13  er  In  K  «fai>he««  b  Iha  liM)L 
(Et«r«Bhcll.|i««e4.Fon»l04(>) 


m  pRoranr  ornoR  than  capital  assets 


lmw^iimhm)imtmmtmtXSAiAi,D.tm\F«Ml(mL 


H2£21S 


fcrnofci..  I  ■  I  I    — .       ,1     n-p., .1...,    '  -t^Tn1  "Ting  liMi  If  rin  ■fiMiMiU  ■i|il»liaiij|  |m 


HH*^ 


INaTRUCnONB 


•Aim  AHD  LOSSES  TMM  MALM  OBDCBAIf GBB 
r  CAPITAL  ASSKTS  AND  OIHB  PBOMTT     g|»oct 


B  fiuiiMtf  Iwkl  br  the  taxpayw  («lw&«  « 

M  hie  tnMl*  or  bunneH)  but  doM  NOT  jnehrfa 
<•)  atoek  ia  temde  or  other  property  of  •  Idad  profMrij  !»• 
dwiible  In  hia  inveotory  if  omhaad  at  Hm  ckm  at  tka 
taxable  year; 
4ft)  proper^  held  by  the  taxpayer  primarily  for  mI*  to  eaa- 
tomer*  Ui  the  ordinary  course  of  hia  trade  or  baaineas ; 
|a)  property  uaed  in  the  trade  or  boaineaa  of  a  character 
which  ia  aabject  to  the  allowanoe  for  depiaeiatioB  pro- 
Tided  in  aection  23(1) ; 
(4O  real  property  naed  in  the  trade  or  baafaiaaa  ct  tha  tax- 
payer: 
(a)  an  obligatiaB  of  the  U.  8.  or  aay  ct  ita  poaaeariona  or 
of  a  State  or  Territory,  or  of  any  poUtieal  subdiviaioa 
thereof,  or  of  the  District  of  Cohinifaia,  iaaued  od  or 
after  March  1,  IMl,  on  a  diaeoaiit  baaia  and  payable 
without  interect  at  a  fixed  matviity  data  not  eaoewding 
one  year  from  the  cute  of  iaa«a. 
If  the  total  of  the  dirtribation  to  whiah  aa  aBq>loy«e  ia  es- 
ied  under  an  employees'  penaioa,  boaaih  or  proflt-ahariwg 
oat  plan  meeting  the  rei|iilnaaawle  ot  aadioM  166  (a)  ia  r»- 
MTec  by  the  employee  in  one  taxable  year,  oa  aeeoont  of  the 
nployee'g  ooparation  from  the  aerriea,  the  aasregate  amoont 
r  lurh  diHtrihutions,  to  the  extent  it  eaeeeda  lEe  aroounta  oon- 
■ibuuxl  hv  th<'  omployep,  shall  be  ti'eatad  aa  a  sain  fmin  the 
kle  '>r  t'xt'haiik^-  of  a  capital  aaaeihdd  for  naora  tnan  6  muntha. 
A  capita!  ^ain  dividend,  aa  doAned  ia  aectioii  Stt  (relating 
>  tax  '<u  nirulated  investment  compawtea),  ahall  be  trt>«ted 
r  the  sKar><h<  ictfr  as  gains  from  the  sala  or  arrh— fr  of  ca|ri- 
ll  a-vieus  h<-icl  for  more  than  6  montha. 
For  s|><\  ,nl  treatment  of  gaina  and  loaaea  froaa  tatroluntary 
itiv.r-     1.  ami  fr 'm  sale  or  oxchange  of  certain  property  oaed 
I  the  in  lo  or  bu^ness,  see  section  117  (j). 
For  sp<>cial  treatment  of  cain  and  loaa  upon  tha  cutting  of 
mber,  or  u|>on  the  dis[>o8al  of  timber  under  a  eontrart  by 
hich  the  owner  retains  an  economic  intereat  in  aach  timber, 
!es«-ction  U7  (k). 

Kmd  of  property  liHled State  follovring  facta:   (a)    For 

w!  ''State,  furation  and  description  of  land  and  improvenients; 
k>  fir  bonds  or  other  evidences  of  indebtedness,  name  of 
Bu  tiR  corjioratiim,  particular  issue,  denomirmtion  and 
ir.ouiit;  and  (e)  for  st^K'ks,  name  of  corporation,  class  of  stock, 
amber  of  Khares,  and  capital  changea  affecting  basis  (includ- 
ig  nontaxable  distributions). 

Itatiin. — In  determining  gain  or  li>88  in  ca»e  of  property  ac- 
niri-d  after  F<bruar>'  28,  1913,  use  cost,  except  as  otherwiae 
rovidi-d  in  .section  ll.'i.  In  delemiininK  OAIN  m  case  of  pro^)- 
rty  arqajnxi  before  March  1,  VJ13,  use  the  coat  or  the  fajr 
larket  \-alue  as  of  March  1,  1913.  adjusted  a.«  provided  in  »ec- 
»n  113  (b),  whichever  ia  greater,  but  in  determining  LOSS 
K  cost  so  adjusted. 

Loaaea  on  eecuritiea  becoaiinir  worthletia. — If  (o)  aharee  of 
»clc  become  worthless  during  the  year  or  (  h)  cor[K)rate  jtecu- 
tiea  with  intereat  coupona  or  in  legiatered  form   become 


iatared  fbm  and 
iHdch  ia 


fonnand(«)«MtdMkMil 

la  ineumd  la  tka  tmtt  at  hmtmma,  Uemm  itttar 
wortUaaa  within  tha  taaAla  jany  te  ka  MiJi^ttnSM 
ahaU  ba  eanatderad  a  kwa  ftoiB  Oa  Mia  ar  MtiavihSilM 
the  tazaUa  year,  tt  m  eafrital  aaaat  haU  tat  m*  MMsSil 
mnwtha  Enter  aoch  loaa  ia  ooloma  10  ot  ahaM*  if  Wi^ 
tern  capital  gaina  and  loaaea  oa  otfaar  Mt. 

flaaaltratiaa  of  capital  CBh 
'^aliort-tenn''  appliea  to  caina  and 
anrchanga  of  caiutal  aaaeta  arid  for  61 
"long-teem"  to  capital  ^Mta  bald  far  MM  liM  •'! 

•^'aah  aalaa"  laaa  la.— Loaaea  frooa  tta  ada  or  alkar  < 

tioB  of  atocka  or  aecurities  are  not  deductibia  (mlaaa 
in  connectioD  with  the  taxpayer's  trade  or  boafaiaaB),  if,  t 
80  days  before  or  after  the  date  of  sala  or  otlier  dianoritiaa,  tka 
taxpayer  has  acquired  ( by  purchaae  or  by  an  anrciianya  190a 
which  the  entire  amount  of  gain  or  loaa  waa  rawigwiaad  by 
law),  or  haa  entered  into  a  contract  or  option  to  aeqoira,  aab- 
atantially  identical  stock  or  aecoiitiea. 

Loaaea  tai  tranaactioaa  betweaa  ccrtala  ptranwa — No  deduc- 
tion is  allowable  for  losses  from  sales  or  errrhangee  of  property 
directly  or  indirectly  between  (a)  membeia  of  a  family,  (6)  a 
corporation  and  an  individual  owning  more  than  60  percent  of 
ita  stock  (liquidations  excepted),  (e)  a  grantor  and  fidiKiary 
of  any  traat,  or  (d)  a  fiduciary  and  a  beneficiary  of  the  aama 
tmat. 

Naadtdftible  Inasfa, — Loaaea  from  tlie  aale  or  exchange  of 
property  are  not  deductible  unleaa  they  are  incurred  in  trade 
or  businesa  or  in  tranaactiona  entered  into  for  profit. 

UMITATION  ON  ALLOWABLE  CAPITAL  LOS.SES^- 
Losses  from  salea  or  exchaiufes  of  capital  assets  shall,  if  other- 
wise allowable,  be  all"wed  only  to  the  extent  of  the  gains  from 
such  sales  or  exchanges,  plus  either  (a)  the  net  income,  or 
adjusted  gruaa  uicome  if  the  tax  ia  cofmmted  by  use  of  the  tax 
table  on  page  2  of  Form  KMO,  computed  in  either  case  without 
regard  to  capital  gains  and  losses,  or  (b)  $1,000,  whichever  ia 
smaller.  However,  a  net  capital  losa  aa  oefined  in  section 
117  (a)  (11)  may  be  carried  over  to  each  of  the  five  succeeding 
taxable  years  and  treated  aa  a  short-term  capital  kiss  to  the 
extent  not  allowed  as  a  deduction  against  any  net  capital  gains 
of  any  taxable  years  intervening  between  the  taxable  year 
in  which  the  net  capital  loaa  waa  auatained  and  the  taxabia  year 
to  which  carried.  The  amount  ctf  the  net  capital  k)aa  carry- 
o\-cr  may  not  be  included  in  eompotiM  a  new  capital  loaa  of  • 
taxable  year  which  can  be  earrladnrward  to  the  oast  iva 
aucceeding  taxable  yaara. 

ALTERNATIVB  TAT,— If  tha  aafc  lav'tam  OMttid  gr** 
exceeds  the  net  ahoit-tenn  capital  loaa,  a  taxaayor  wilk  aitax 
net  income  exceeding  $16,000  ahall  eoaapala&a  aMaaaatiaatax 
(see  computation  of  atteraatlva  tax  oa  othar  Ma).    Tka 

alternative  tax,  if  leaa  than  tha  nimMi!  tax  ^ai  nrtai  m^ 
puted  on  paga  4  of  Fonn  1040^  alMll  ba  kto  tax  MUMp. 


,J. 


1?. 


CnTMir  total  Iwiiiimi  ti  If  IfTT  rr  nun  inirni  -*-'— 11^-  tfTI*  rtinii— T  dbduetioa. 


DCDUCTION8 


•  M  ■*«■•  Am  rf  fi»0  tarf  mmA  « 


AOowiUi  C«<ributiw  (got  h  aem  (f  IS  psoal  rf  ktm  5.  pa«(  I). 


Tilil 


Total  Tu<*. 


IMCS  mNB  nrCy 
mx,  thipwrecky  or 
Iter  casuakr,  or 
eh 


Toltl  ADowtbk  Louet  (not  cooipenutcd  b]r  nuuruKC  or  otherwiic). 


ediul  and  dental 
pciuet 


ifcelUneotu 
cludnfariMo^.imr 
ibk  ketd  preoMB, 
Kill    detetioa    for 
I  Uad,  etc) 


1$ 

1 

Net  LipenMt  (not  compcnutcd  by  iruuranct  or  othcrwiKI i 

Enter  S  percent  o<  item  5.  p*fe  l.uidnibtnct  from  Net  Eipenta^ 

AOowiiJe  McdicaJ  tnd  Dental  EipenM*.    Sec  Imtnictioafar  liiniution... 

1 

1 

Total  MiKeOuMOUi  Duduetioai. 


TOTAL  DEDUCTIONS — '» 


TAX  COMPUTATION— FOR  PERSONS  NOT  USING  TAX  TABLE  OH  PACE  « 


Enter  amoont  shown  bi  itea  ),  page  t.    Tliatii)rour  Adiueled  CroM  Income 

Enter  DEDUCTIONS  (H  aeductwm  art  ileMJ«l  above,  cotcr  tlic  Ktal  of  nick  deductionai  i  adiuMcd  fnta 

ibovc)  ■  15,000  or  more  and  deductiont  are  Bot  itMnnd,  attr  iIm  etaitdaid  deductioa  il  tSOO).„ __. 

Subtract  line  2  fro«liact.    Eater  tbt  dMrac*  hmi    TUi  b  yaw  Not  lacow - 

[ate  jmv  Surtai  F»nytim  ($S00  lor  aadi  p«na  iirtad  ia  itaa  I.  paft  I) 

hibtiact  line  4  fron  line  ).    Enter  Ibe  diScrcaca  her*.    Thia  ia  jmr  Sortai  Not  laeooH 


Jm  the  SurUi  Table  in  iiutnictiaa  ibeet  to  ifia*  yvM  Sortu  oe  amouat  aiterod  oo  fine  5.    Eatar  Iba  i 
u>py  the  fttun  you  entered  on  line  ).  abort.    (II  line  3  iadudea  partiaOr  tas-eacn^  iatertat,  Ht  Tai  ( 
Lnier  your  Normal-Tu  Exetnptjun  ($500  if  return  tncludca  iaooaa  el  oaljr  Mt  paraea;  atbcrwiM  Ht  Tat Ca 

Subtract  line  8  Iron  line  7,  and  enter  the  difference  here .._..... 

Eater  hert  3  percent  ol  line  9.    Thie  ii  your  Normtl  Tai ........„.__._. 

Kid  the  fifive*  on  Imm  t  and  II,  and  enter  the  total  here.    (If  akemativa  tat  eeaipXatina  la  aadt  m  t^HMto  i^mMt  0. 
a*er  here  Ui  from  bne  15  of  Schedule  D)  -  -• - 


I  fM  aaad  iba  tS«  ftaodard  dadaetiaa  11  Km  Z.  diwtiud  linM  i:.  I}, «  14.  tad  CiPT  •■  iao  IS  lb* 

Eater  here  any  income  tai  paymenUtoaloreir' "»""•>  ■«  ^-  S.  po»»e«»ion(att»o.  Form  1116). 

Eater  here  any  income  Ui  paid  <t  wurce  on  tai-(rec  covcnan!  bond  interat 

Add  the  hf lire*  on  tinea  12  and  Hand  enter  the  total  hert 

Subtract  line  1 4  from  line  II.    Enter  the  diilaence  her*  and  ni  itrm  6.  pafe  I.     Tliit  it  your  tat. 
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***^'  ^^HWITED  STATES 

INDlflDUAL  INCOME  TAX  RETDRN 


m 


OmnUL  KIM  l*MA  MAT  ■£  FILED  WSTCAD  OT  TMS  FORM  IF  CIOS*  MCOMI  n 

ammmtoH  the  cash  iasis  pm  the  calekdai  tea*,  is  not  mou  imam  sum. 


FOR  CALENDAR  YEAR  1 

rnkdyim  kpaat  ■■■>1 1942.  ad  taJkj  „2;2a, 1M3 


HUNT  NAME  AND  ADDRESS  PLAINLY.    (Sm  Iim Imt  O 

■.Cj_B..  SPENCER.  db>  Spencer  Packing  Cowmny 


._...a35..Qak..Strflet 

Salem  lUrlon  .9l^Bon 


f>>M««r>) 


..FrviU...CAn(iiA£ 


(NsM*  tmd  a^rfraM  d  Mi«ia;w) 


■■«»  >ni»l  .»-.  «».tli  «lrt««i«««  «l»»»n  Mi^  .»rf  «^*» 


1942 


(D«  BOt  UM  dHM  I 


(CMiMr't  SiHV) 


cui>-a»cfc-M.a 


iSiTN..  INCOME  ■*"-^     u£ii;:i:;;!iAKn| 

I.  SaUries  and  other  compCTiMtion  for  personal  services,  $   )-       

L  Dividends j 

).  Interest  on  bank  depoalU.  notes,  etc 


I.  Interest  on  corporation  bonds,  etc..  .  . 
».  Interest  on  Government  obligatiuns.  etc. 

(a)  From  line  (A),  Schedule  A  .  . 

(J)  From  line  (0.  Schedule  A  ..    . 

».  Rents  and  royalties.    (Fi«d  Sd-d-ic  o 

'.  Annuities 


....iiQ6  24 


iri;\:  .  m. 

I  M.f.S.S  1 

A" 

11 

.l>  10.  1. 
IIA>K 

.i.OW   (  \M 
INt'OMK  « 

>RI. 

)SSf>)  IN 

A 

Sf  H)  SOI 
)l>nHI.N  TC 

HK  1  OSSII 
ITK.M.s  AIK 

KKI.U 
>\K. 

I.  (a)  Net  gai:i  (or  loss)  from  sale  or  exchange  of  capital  assets,    (f'tao  iciMj,  F) 
(i)  Net  g.im  (or  loss)  from  sale  or  exchange  of  property  other  than  capital  assets.    (Frm  s^hsiuk  C) 

'.  Net  profit  (or  loss)  from  business  or  profession.    (Tnm  Uh^^s  H; 

(State  total  receipts,  from  l:ne  I.  Schedule  1 1,  $  ) 

'.  Income  (or  lass)  from  partnerships:  fiduciary  irKumc:  and  other  iT>come.    (Tnm  :;t^>wJi  I;. 

Total  i.ncome  in  items  I  to  10 

DEDUCTIONS 

L  Contributions  paid.     (Ei^kia  ■  Sdniait  O . 

I.  Interest.    (Eu>Wi«  «  s.i«duVC) 

I.  Taxes.      (Eipbia  is  Sckadub  C) 

>.  Losses  from  fire,  storm,  shipwrccL,  cr  ctlicr  casualty,  or  theft. 

wBaddebU.    (Ei*iui>iSci>dui.C) 

'.  Other  deductions  authorized  by  law.    (Fiphi.  ;:>  Ui-i^  C) 

L  Total  deductions  in  items  12  to  17 

'.  Net  income  Citem  II  minus  item  16)  .    .  


192,350  (J7 


$    1^2.^856 '31 


'$ 200  00 

■  126  32 

'. 1^3780 


l.A«4 


1$  191,172 


12 


19. 


COMPUTATION  OF  TAX 


L  Net  income  (item  19  abovc)_^  $    l?lsl72 1 19 


Cmfit  tor  dependents. 

(Fmb  iitit.li  tV2). 


700     00' 


1,900'00 


(mrtax  net  income)^ 

Item  5  (a)  above.... 
EanMd  inconc  aedit 

<FiMiiti*iliE-l«L-ZX 


.UQQ.'.OD 


$..189,272' 19 
l»AO0lQQ 


subject  to  normal  tax      '$    187,?72 1.19. 


27.  Normal  tax  {b7o  of  item  26) 1$....  U*??^.  31. 

28.  Surtax  on  item  23.    ($«u-«.i<-») '      130.450  i7- 

29.  ToUl  (item  27 plus  item  28) __..    »    UliHZ  Ifta 


30.  Toul  ux  (111 »  w  h»  It.  aAiAiii  n. 

31.  Less:  Income  tax  paid  at 

source 

l-i  krMMlUMiJtoaf««i«fi 

^^*  wirwUll mi 

IMUtk  Ion.  1)1*). 


33.  Balance  of  tax  (Im- »  «>»• ' 


i-ia^i 


t.igjiazm 


tftm  4k1uc.  under  tbc  pctuJtjct  of  pcriunt.  that  thi*  return  (induduif  any  accoopanyini  •cIm<IuIm  and  auumenu)  hat  bctn  caamiaed  by  M^ 
i  ta  IIm  bat  of  nv/our  knowkdce  and  belief  it  a  true,  correct,  and  complcU  return,  oiadc  ia  (ood  faith,  for  the  Uxable  year  lUted,  pursuaal  la  lk« 
Iml  lUvani  Con  and  th*  rtfuUttoM  ittued  under  aulhortly  thereof. 


{aX— QABTHE-BBOIflL JtniL5mU.,. 

.HPBT,„T.,...J!ACQB 


R. U 


(•) 


C.  B.  SPaCHi 

(SoMM  ai  Uipaiw) 


iS  ) 


SchwluU  A.— INTEREOT  ON  COVERNMENT  OBUGATIOtIS,  ETC.    1%»  faialniedaa  S) 


•  kiWkT 


■fJWiaililil  I 


est 


,^ <f  •  State  ToTitory,  or  poiitiol  miiJmmian  tkum- 

•rriMDatnctof  G>lumtiu.erUnit«dSa(ctpaMMnani..'  $. 
PI  fnili^lim  11     'i'  -'1  r'     '  '    mi. under  Ftdmi  Farm  { 

Lata  Ad;  «r  ladcr  mcIi  Act  u  amended _ 

Id  OUalioaa  af  Ikittd  Statai  aaued  on  or  bt^cR  Stptmrba  I, 

lA  TitaaarNata  iawad  prior  to  Dtcacba  I.  Vm,  Ireuury    " 
B3b  aad  TiVMunr  Cartificatca  el  IndeUcdnoa  inued  pnor 
to  March  I.  m '._. 

M  \Utti  Suu*  Savnai  Uiwii  and  Tmairy  Bonda  aaucd  prior  i 
toMardi  I.  mi 

(/)  OUifationt  J  —trafntilitift  of  the  IMtad  Suica  (otfatr 
Am  eUifatiam  to  be  reported  ia  (I)  afao**)  iMued  prior 
U  Martfc  I.  mi _ 

dl  DMdcadt  on  iKare  actounti  in  Federal  tavinga  and  loan 
■awcitioiia  in  c»»c  o<  ttiarea  ■rued  prior  to  March  JX  1X2... 


AL. 
ML. 
AL. 

Al.. 


I tittftia 
■■■■■■■a 
■laaaaaa 

■aiaaaaa 


(» 


Total  (rvtn  a»  iten>  5  (m\  pan  t).. 


U 


(0  Tiwnvy  Nolea  umrd  ea  or  aher  December  1.  1940.  and  nhligatinm  iaued  on  or  aft«  March  t,  1941.  by  iIm 
U«i»«d  SutCT  or  any  aiency  or  jnatrumenulity  thereof  (enter  amount  of  interttt  a»  jtcm  5  {D,  pay  I).. 


iniiiZy 


SchoduU  B.— INCOME  FROM  RENTS  AND  ROYALTIES.     (Sm  Inotruction  «) 

1.  Kiii4.ifpnv.ty 

lAmmmt 

1  Di*Md«i»«4M» 

(.iW:., 

(M«MiM.4.Mil) 

Fam 

t     U12I1S 

$ >?.8j...5cJ 

^ 

t^..J17I.AL. 

$ 50i. 

24 

Share  crop 

IZIJZ 

I._... 



E.pi«...cn  oi  <:ccuci««  cU««d  » coiunu  4  aid  5....teb9r..4!Z4«.65  .r-.JBt!KMt..lQ2j5j,p0..r.  .".axef.  J.b^?.,^? 

MiacSup^ea. And  labor .255*26. 


Schc<luU  C— EXPLANATION  OF  DEDUCTIONS  CLAIMED  IN  ITEMS  12.  13.  14.  15.  11.  AND  17 


1     I '  -n  So.                                               t  F»|»!«»«ti«« 

iAmmmt 

1.  luaNk 

1  Ej|4Mtt«  (CtwuiJ) 

(Cmtmmi) 

'  StaJifi..Iaciaaa- 
'  .=  eal  iatata 

$.....1186 
^70 





$ _ 



13S7 

.90 

1 _ „ „ 







Schoaulo  p.— EXPLANATION  OF  CREDITS  CLAIMED  IN  ITEMS  21  AND  «■    (S—  Inatructlona  21  and  g) 


ft)  Poraonal  Ea^tnpttow 


Sin^c,  or  married  and  not  fiTinc  with  hutband 
or  wile,  and  not  head  of  family 

Marriad  and  fiviaf  with  husband  or  wife 

HmI  of  iamily  (c^Jaii  below). 


JLZ.. 


I- 


JQQ 


<»  Cradlt  for  DrnpamOant* 


Ihttghttf  11  jm. 

Motl^T      79  jT»> 


r^^'irgSAJ^fHEb  wpport  -If  d—  t^^^y. 


SctMdulo  E.— COMPUTATION  OF  EARNED  INCOME  CREDfT, 


Not  MM  (itaa  W.  mm  l> _— 

tMmimmm»a»SHW%mmnUtmkmm»mtn 
of  not  memm.  ^bmi*.  ^Mcknm  tmmmt  kmim^ 


hrt  4ia  aat  oolar  Im  than  «)00) 


IM 


I.  DU  |«H  Ck  a  rebMB  (or  my  prifr  yoov) *TT. B  •%  akat  1 

*i  ktcat  ]F«ar>  .1941.     To  «Urii  Cofclw'taAeo  «w  it  1 

Portland,  Origan 

I.  If  aaparala  lotan  waa  aada  tor  Aa  aaiwt  foar.  (MM 

(•)NaMofhMkHa«««a . 

Wr        I       III  I,  I  air. 

% 


QUESTIONS 


•  oibalavUAkMaaM*..^^ 

lU»MMa  «aa  »ropM««i  *am|)  «  aHMl  a  kMh. 


4.  Wa.ll»it.ol,.«a.lMy.r     gll  ||ii^    I 
X  IHt  aad  Mm  Iha  0^  rf  iMtiMMi : 


Sw  DUyaa 


H)»_JS___    Im^ 


1  0yjwata^riiM4i*llMt«aifc|W 
«r  alacfc  of  a  iOTip  aHpiMar  a  pOM 
faoJ  ^  aactiaa  JDI  of  I^Mii  MmMIAI 


i 


c> 


^krACM  PAGES  S  AND  4,IP>K)T  USED   ^P 
rr.^-CAINS  AND  l/MBES  rMOM  SALES  OR  EXOIANGES  OF  CAPITAL  ASKTS.    (|m 


IP 


li^i^fw  ibi^r* 


■pSr- 


Ji^s^i 


mi 


:l 


'r^**"*" 


ncr 


^' 

■Mtl-TBM  OmAL  CAMS  AMT  LOOa-ASSEn  NBi>  NOT  MOIE  THAN  •  MONTHB 

If 

" 

f 

_-. 

t 

t 

f 

.     ^ 

M 
MN 

W 

PT- 

t  '•■ 

— 

I'-   • 

m 

Turf  — ^■<l»«i«»in1tri»»U»<—inliml.CDlu—3.of— «fybA») 

■ 

r                    UJNC-TEIW  CmnL  CAINS  AND  U)SSES—ASSrra  HEU)  FOR  MORE  THAN  •  MONnC 

1 

....$.__      . 

1. — 

$ 

t 

:: 

50 
M 

SO 

Lj 

so 

. 

T«t»l  Ml  taat-term  ctpitii  ftim  m  law  (aitg  in  luit  2.  tolmwi  \jbl  tuatmrf  belo»)- 


SUMMARY  OF  CAPITAL  CAINS  AND  LOSSES 


tmtimti 


I. 


$ 


$. 


4  rte^iaa  kswlvukni 


V  Toul  |>H  !•••>  »  hM*  I 


$ 


$.... 


) 


kl  fUB  ia  caiuwi  S.  liaM  t  aad  1     (Eatar  m  iua  A  M.pH' <)- 


l«t  low  in  coiuina  5.  tum  I  and  1      (tWt  uaount  to  be  entered  tt  iten  8  («).  ptfc  I.  it  (1)   this  rtcm  or  (2)  act 
jntomc  tomputtd  witltaut  ruM^  to  capital  funt  of  lowc*.  or  fJI  $1,000.  whidievrr  ia  un«ll«»t)  .  '  i  i  i  i  t  i  t 

COMPUTATION  OF  ALTERNATIVE  TAJC 
tanlrlf  y«uiMi4  an  «■>••■  of  Bat  lont-tarm  capital  fain  OT«rn«tshort-t«rTnc(v><<a"oM,  and  it*in23,  p«i*1 


...    .-    $.^^._.J.. 

M ^ 

I 
I  t  .     t 


ktincMatGlaa  I*,  f^  IV 

«■■  of  net  lont-tarm  ctpiul  lui  mm  net  (iMrt.tcnB 
•nyital  loM  On*  2.  calmm  5  (a),  aiiaa  liat  I.  col- 
•OMi  iH).  tl  aummary  kba>*«) 


daalaaulinaT) 
«ioB.(FiaaSdwl. 

Ilk  D-l) 

Cn*   iar    lirialiili,     (Fraa 
-        •  D-a) 


$ 


aMiaa*.). 
M  Ita  S  (a).  pa«t  l_ 


E-l  at  C-Q 4== 

■AjMi  la  ■Hill  m 


». 


10.  ^4olmal  taa  (6^  0*  Ue  "n -, _ I 

11.  SwtaxoaliDci.     CSet  Inatniction  28) i 

aPMtialte(faalOpluaUDall) ,| 

( 
IJ.  »%Wli»2 


14.  Ahmali«tu(ban|dMfaal7) 


ISw  Tatal  aar^  tu  aad  aiBtaa  (ikMi  ai  p^t  IX. _^. 

16,  Ta«  Uafey  (Iba  14  ar  bia  IS.  aMAaaw  ii  lia  Imt). 
(Eater  aa  itaaa  M.  paft  I) 


t-— 


C^— CAINS  AND  LOnES  FROM  SALES  OR  EXCHANGES  OF  PROPERTY  OTHER  THAN  CAPITAL 

(Saa  l»al>vcUoa»  »)  ,,,.^,„__ 


li    ^H»»a^^^ 
wMaAlTiu 


t  Gi*l«ha«iateBS 


.  TMtp*i<»Ua>(aatCTai  Jtan  I  (ft  »>,i  l)_ 


»<^— *•— »«'<«*W*ri>«iail»lAaal|H     I     ,    |il  /yHi»«naW 


^■••4 


SekMlute  H.— PRORT  (OR  LOSS)  FROM  BUSINESS  OR  PROFESSION.    (Sm  Inatruetlon  9) 


)Htia«wbuHMa..r?ult'..c«nnlng.An4.P«cklng .(:)numb<fc<pkcM<<buH»i...jL_ 

J  Okvi  i  difcraK  fna  nunc  tod  uidra*  oa  p>r  iI<9Miu3n»..Qr££OD. j&nd. . laJdBB^. JTaabijagten. 


-ip) 


$219*a6A 


99. 


OTHER  BUSINESS  DEDUCTIONS 

1 1.  SkUhe*  tnd  <ra(c*  not  Included  m  "Labor"  (da  BOt  <Muct  cob- 

pcnution  (or  younclO 

12.  Intcrat  oo  buMWM  indcbtedncw 

13.  Tuct  on  butincM  u>d  buuocM  prapcrty.jSM    Scbftdult 

14.  I  tort  (npUin  below)... „„„ 

15.  B*d  dcbu  uiunf  from  akt  or  Mnrice* 


T.tiiiiiiM2i.«. UQa^ioeM 

tratadafyw -    Il>660  IjJ. 


Mtaf|aaAiaU(bM7Buntalui<C)i 
I  praCt  (Gh  I  ninta  line  9). 


I9>3^J.'23.  I  15.  B»JdebU*nunffroaiak.crierncc*. L ^B»I29L35 

3Q3.»6££  |31  '  16.  DeprecUuon.obwle>cenc«.iod  depletion  (eipUin  in  Scheduk  J) 13»330J  34 

7.  Rent,  repain,  tnd  other  tipcneet  (ilemize  below  or  en  trptratt 

Atti) See  Schedul.f. I    170»135(  95 

IS.  Aroortizttian  of  emergency  ficilitict  (ttttch  tttteaienl) 

19.  Tottl  of  liner  1 1  to  18 I  JtS3»5fl7 

»Qi>7  169.     20.  Tottl  o<  l>ner  9  tnd  19 _ >»(M3»43U  .13 

937  131. .    21.  Net  profit  (or  loer)  Cine  I  minur  line 20)  (enter  tr  item  9.  ptfe  I)  |  $■  192»3S0  .iO. 


....2eUflQ3.iA 


ft^S75>m.«i 


■  ■■Juttiei^  mtnuftcture.  purchtte,  or  ulc  of  merchtndix  it  >n  income.producint  (tclor,  inventohe*  tre  required.    Cater  "C,"  cr  *^  cr  M,'  <■  Im( 
•  i"*^****  whether  inreotone*  tre  vtlued  tt  coet.  or  cart  or  mtrkct,  whichever  it  lower. 


liaatieaef  drdnrtlonr  cltimed  in  lince  6,  M,  tod  17  . 


.&efi..SctiedttlA. 


fWI  tt  toy  time  titer  October  3,  1742.  tad  before  the  end  of  rour  ttuible  yetr  htve  in  your  employ  more  then  eight  individutlt} i9M 

CtmmH.} 
r  II  "^m,"  htve  you  in  thii  return  ttken  t  deduction  for  tny  tmount  of  vtfee  or  ttltne*  repretentint  in  incretie  or  dccreai*  in  rtte  after 

),  1942? 11.9. If  tnnrcr  to  lecond  quertion  ii  "Yea,"  tttack  a  etatcment  eipltinin(  til  luch  incretiei  or  decirtiw.     If  any  'if 

(Y«orN.) 
iiiri  or  decreticr  required  the  prior  ipprovtl  of  the  Nitiontl  Wir  Labor  Board  or  the  CommtMiooer  of  Interntl  Flevcnuc  u  ittted  ia  Imtructioa 
t  tJio  t  copy  of  the  authorization  for  each  of  luch  increases  or  dccreaaes. 


SchaduU  I.— INCOME  FROM  PARTNERSHIPS,  FIDUCIARIES,  AND  OTHER  SOURCES 


n  (N  iMi)  no*  MiTMiMiyt  stuimutix  rrc  (su  mnvaio!!  it  (■»  (niiasM  tuna  tm  adoiessc) 


ncMi  nom  iMKUun  (icinbm  mmes  ins  iddiesso 


■cow.  mm  vrm  sooiccs  (srtn  Mivto 


Tatal  tmounti  in  Schedule  I.  (Enter  ei  itetn  10.  page  P 


UduU  J.— EXPLANATION  OF  DEDUCTION  FOR  DEPRECIATION  CLAIMED  IN  SCHEDULES  ftj-i^JJiOBLM  B 


\     ! 


C,  B.  Spencer  ^^ 

C.  B.  SPENCER 

NET  OPERATING  LOSS  CARRY-BACK 

2-28-45  to  2-28-43 

!  .  .    .o  1  AzL    o  98  4^^  $  33,562.28 

^G^ross  Receipts  (3-1-44;  2-28-45) 

Business  Deductions :                                ^  -,  n^-i  m 

Taxes  on  Real  Estate  in  biisiness..$  1,951.01 

Interest  on  Loans 3,54b.c5J 

Bad   Debt   arising   from    Sales    & 

Deprrtlon'";:::::.:.'' 35,829.37 

Legal  Audit  and  Insurance 10..o4.74      ^^^^^^^ 

Moving  Expense  '"^-^ 

Net  Operating  Loss (127,052.35) 

17  141  39 
Gain  from  sale  of  capital  assets 

Net  Carry-back  Loss  from  2- 

28-45    to    fiscal    year    ending 

1943  Fiscal— Tax  Re-computation 

Net  Income  per  Amended  Return  (See  ^^^  ^^ 

Return  attached)    *       ' 

Less    Net    Operating    Loss    Deduction  109  910.96 

above   ' 

XT  .  T  81,261.23 

Net  Income  ' 

Less  Personal  Exemption $     ^'f^'^1        ,  onn  nn 

Credit  for  Dependents  700.00        1,900-00 

70  ^fil  '?3 

Surtax  Net  Income  i  Ann  on 

Less  Earned  Income  Credit ^'^^^- 

Normal  Tax  Net  Income $  77,961.23 

Normal  Tax   (on  $77,961.23) $    f^^^ 

Surtax  (on  $79,361.23) ^SA^Om 

Tax  for  1942    - ^  4^,157.76 

lax  loi   xv±^  790  pn 

Paid  on  Amended  Return -  ^  toltfa 

m        u     ^  48,157.76 

Tax  above  ' 

Net  Refund  due ^  93,565.04 
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STATEMENT  OF  CASE 

Claimant  filed  Indivdual  Income  Tax  Returns  foi 

the  years,  amounts  and  ta^es,  as  follows: 

Net  Tax 

Fiscal  Year  ending  February  28th     Income  Liability 

1943  (Amended  Return) $191,172.19     $141,722.8( 

1944  72,272.84         43,588.1^ 

By  reason  of  the  forgiveness  feature  of  the  Rev- 
enue Act  of  1943,  the  claimant  paid  $76,107.40  onj 
his  1942  income,  $76,297.91  on  his  Declaration  of 
Estimated  Tax  on  1943  income,  and  $214.53  on  his| 
Individual  Income  Tax  Return  for  the  fiscal  year 
ended  February  29th,  1944. 

Claimant  filed  an  Estimate  Form  1040-ES  for  the 
fiscal  year  ended  February  28,  1945,  showing  no 
tax  due.  Subsequently,  and  on  or  about  April  20th, 
1945,  claimant  filed  his  Income  Tax  Return,  ^Yhich 
showed  a  net  loss  of  $118,481.66,  of  which  $109,- 
910.96  represents  a  net  operating  loss  carryback  as 
defined  by  Section  122,  Internal  Revenue  Code. 

As  a  part  of  claimant's  estimate  on  Form  1040- 
ES,  for  the  fiscal  year  February  28,  1945,  is  the 
following  statement : 

"My  principal  business  is  conducted  under 
the  name  of  the  'Spencer  Packing  Company.' 
This  company  is  operating  under  leases  which 
provide  for  payment  upon  the  basis  of  tlic  iium- 
beT'  of  cases  of  fruits  and  vegetables  ])i'ocesscd 
and  packed.  At  this  time,  it  is  impossible  to 
anticipate  what  the  year's  pack  will  amount  to 
and,  consequently,  it  is  also  impossible  to  dc- 
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termine  whether  any  profit  at  all  will  result 
from  the  operations.  It  does  not  now  appear 
that  there  will  be  any  net  profit  for  the  year 
or  that  there  will  be  any  tax  to  be  paid  for 
the  year. 

''My  fiscal  year  ends  February  28th," 

This  statement,  signed  by  both  C.  B.  Spencer 
and  Grace  M.  Spencer,  was  filed  about  August  3rd, 
1944. 

Claimant  has  been  engaged  in  the  food  packing 
and  processing  business  in  various  capacities 
throughout  his  entire  business  life,  and,  indepen- 
dently on  his  own  behalf,  since  1935.  During  the 
year  1935,  claimant  purchased  a  warehouse  in  the 
City  of  Lebanon,  Oregon,  and  equipped  it  for  can- 
ning prunes,  and,  in  the  beginning  of  his  operation, 
packed  this  fruit  for  the  growers  upon  a  cost- 
plus  basis.  During  the  year  1936,  claimant  added 
other  equipment  and  in  addition  to  caiming  prunes, 
cold-packed  and  canned  cherries,  tomatoes,  pump- 
kin, gooseberries,  strawberries,  raspberries,  logan- 
berries, blackberries,  and  also  continued  packing 
prunes  as  formerly,  upon  a  cost-plus  basis. 

During  the  period  from  1936  to  1940,  inclusive, 
claimant  packed  all  of  the  fruits  and  vegetables 
listed  in  the  next  preceding  paragraph,  the  opera- 
tion for  this  period  being  entirely  upon  a  cost-plus 
basis.  Also,  during  this  period,  as  profits  were 
made  and  as  additional  moneys  were  procured,  addi- 
tional machinery  and  buildings  were  added  to  ;']ie 
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Lebanon  plant,  until  it  had  been  completed  and 
equipped  as  a  well  integrated  vegetable,  fruit  and 
food  packing  and  processing  plant. 

On  July  24,  1940,  claimant  leased  tlie  food  can- 
nery and  processing  plant  of  Yakima  Growers 
Co-Op.  At  that  time,  this  organization  was  defimct 
and  was  not  operating.  During  this  first  year, 
claimant  packed  the  products  of  the  members  of 
the  Co-Op  for  the  right  and  privilege  of  using  the 
plant  and  the  equipment,  and  in  addition  to  pack- 
ing their  products,  paid  the  Co-Op  5c  per  case  on 
all  other  food  products  packed  on  his  own  behalf. 

During  the  years,  1941,  1942  and  1943,  claimant 
continued  tlie  operation  of  both  the-  Lebanon  and 
Yakima  plants  upon  the  same  basis  as  prior  years, 
except  that  at  Yakima  the  growers  were  paid  cash 
for  their  products,  together  with  5c  per  case  for  the 
use  of  their  portion  of  the  ])lant.  In  the  meantime, 
claimant  had  constructed  a  building  of  his  own  and 
had  purchased  and  added  to  that  plant  additional 
machinery  [12]  and  equipment  which  he  Jiad  ac- 
quired on  his  own  behalf.  In  addition  to  modern- 
izing both  plants,  the  capacity  was  further  increased 
and  eK[)anded. 

During  the  year  1943,  at  tlie  urgent  request  of 
the  War  Food  Administration,  claimant  purchased 
an  imused  and  illy  equipped  dehydration  plant  at 
Lebanon  and  reconstructed  and  rebuilt  said  plant 
so  as  to  develop  it  into  a  first-class  food  dehydrat- 
ing operation.  Also,  during  ihe  period  after  Decem- 
ber, 1941,  the  additions  made  to  the  plants  at 
Yakima  and  Lebanon  were  made  u])on  the  basis  of 
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urgent  reqviests  of  the  Government  Agencies  to 
increase  the  pack  for  lend-lease  and  Military  use. 
Also,  during  the  year  1943  with  the  addition  of 
the  plants,  the  increasing  difficulties  in  getting 
raw  products,  materials  and  supplies,  financing, 
and  sufficient  personnel,  and  the  furthei'  fact  tliat 
under  the  strain  and  pressure  of  the  incieased 
operation,  claimant's  health  was  begiiming  to  break, 
it  became  obvious  that  it  would  be  necessary  to 
reorganize  and  revise  the  operations.  In  furthej  anee 
of  this  plan,  it  was  considered  proper  and  expedient 
to  organize  operating  corporations  for  each  of 
the  plants.  Furthermore,  the  financing  of  ih^  Wash- 
ington plant  was  done  by  Washington  financial 
institutions,  and  the  Oregon  plants  were  financed 
by  Oregon  financial  institutions.  It  was  becoming 
increasingly  difficult  to  complete  the  financing  of 
these  interstate  plants  without  a  segregation  of  the 
operations  so  that  the  obligations  of  each  individual 
unit  could  be  governed  by  such  limitations  and  re- 
strictions as  were  applicable  to  such  separate,  indi- 
vidual units.  In  furtherance  of  this  plan,  claimant 
leased  his  respective  plants  to  the  newly  organized 
corporate  operating  units  upon  a  per  ease  basis 
in  accordance  with  the  custom  of  the  trade.  In 
addition,  however,  to  the  mere  leasing  of  the  plants 
to  the  corporate  operations,  claimant  furnished  as 
an  additional  service  for  the  charge  made,  complete 
management  and  guaranteed  the  operating  units 
adequate  financing.  While  claimant  was  an  officer 
of  each  of  the  corporations,  he  drew  no  compen^-a- 
tion  as  such  for  the  services  rendered  except  ihi^ 
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per  case  charge,  which  constituted  [13]  the  entire 
compensation  be  received  for  the  three  distinct 
services  furnished,  to-wit:  the  plants,  management 
and  finances. 

The  leases  to  the  various  plants  were  first  drafted 
for  a  period  of  three  years  commencing  March  1st, 
1943,  with  the  option  of  renewal.  These  leases 
were  delivered  to  the  financing  organizations  and 
in  addition,  were  recorded  with  the  Comity  Clerks 
of  Linn  Comity,  Oregon,  and  Yakima  County, 
Washington.  These  leases  contained  the  following 
paragraph : 

•"5.  Financing:  It  is  recognized  that  large 
sums  of  money  will  be  required  to  fmance  tlie 
operations  of  Lessee,  and  Lessors  hereby 
agree  that  when  required  they  will  provide 
(through  personal  guarantee  and  through  the 
pledge  of  such  of  their  property  covered  by 
this  Lease  as  may  be  necessary)  adequate 
financing  for  the  needs  of  Lessee,  as  a  part 
of  the  services  to  be  i)er formed  in  considera- 
tion of  the  rental  to  hQ  paid  hereunder." 

For  many  years,  claimant's  Lebanon  operations 
had  been  financed  through  tlie  United  States  Na- 
tional Bank  of  Portland  (Oregtai),  end  the  Yakima 
operations  had  b«en  financed  througli  the  Penttle 
First  National,  Yakima  Branch.  On  October  5, 
1943,  the  Spencer  Packing  Companies  of  Yakima 
ar.d  Lebanon,  and  C.  B.  Spencer  (pursuant  to  the 
foregoing  Lease  Agreement)  entered  iiito  a  finan- 
cing arrangement  with  the  American  Business 
Credit     Coiporation,     of     Portland,     Oregon.     As 
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guarantor  and  endorser,  said  C.  B.  Spencer  became 
personally  liable  on  the  financing  contract.  Similar 
agreements  were  entered  into  by  C.  B.  Spencer 
and  the  Spencer  Dehydrators,  Inc.,  and  en  the 
strength  of  each  of  these  arrangements,  said  Ameri- 
can Business  Credit  Corporation  opened  lines  of 
credit. 

Due  to  the  excessively  high  Federal  Taxes  which 
claimant  was  required  to  pay  for  the  fiscal  years 
ended  February  28,  1943,  and  February  29,  1944, 
and  the  rapid  expansion  of  the  plants  to  meet  the 
requests  of  the  Federal  Agencies,  and  due  to 
claimant's  inability  to  procure  sufficient  personnel 
and  adequate  financing  to  purchase  enough  raw 
products  to  operate  profitably  (coupled  with  certain 
unfortunate  experiences  in  fruit  and  vegetal/le 
losses),  claimant  was  compelled  to  dispose  of  [14] 
the  Yakima  plant  during  the  year  1944,  and  to 
discontinue  his  operations  at  that  point. 

Also  due  to  the  exactions  of  the  Food  Administra- 
tion with  respect  to  the  products  dehydrated  at 
the  dehydration  plant  in  Lebanon,  Oregon,  that 
company  sustained  staggering  losses  during  each 
year  of  its  operations.  Furthermore,  the  Food  Ad- 
ministration refused  to  supply  the  dehydration 
operation  with  further  orders,  and  on  November 
30,  1944,  Mr.  W.  J.  Chastain  of  the  Food  Adminis- 
tration, recommended  to  the  claimant  that  the  de- 
hydration plant  be  closed.  These  unfoitunate  cir- 
cumstances so  increased  claimant's  loss  that  it  was 
also  necessary  during  the  fiscal  year  ended  Februray 
28,  1945,  to  abandon  the  dehydration  operations 
and  to  close  that  plant. 
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During  the  fiscal  year  ended  February  28,  1945, 
the  Spencer  Dehydrators,  Inc.,  and  the  Spencer 
Packing  Company  of  Yakima  were  liquidated  with 
bad  debt  losses  as  follows,  which  resulted  from 
amounts  owing  to  claimant  on  account  of  unpaid 
rentals,   advances  and  amount  paid  on  guaranty: 

Spencer  Dehydrators,  Inc $73,601.49 

Spencer  Packing  Co.  of  Yakima $33,966.02 

Claimant  had  no  source  of  income  other  than 
from  his  business  of  property  rentals,  food  proc- 
essing plant  operation  and  financing  of  three  cor- 
porations engaged  solely  in  this  woik.  As  part  of 
the  rental  agreement,  the  claimant  pledged  his 
assets  and  credit  in  order  to  finance  the  corpora- 
tions. It  constituted  a  step  or  steps  in  the  principal 
business  and  trade,  and  one  to  which  claimant 
regularly  devoted  all  his  time  exclusively.  Claimant 
received  no  salaries  as  officer  of  the  three  corpora- 
tions, and  neither  did  he  receive  dividends.  He 
made  nmnerous  trips  between  his  Lebanon  and 
Yakima  camiery  corporations  to  supervise  opera- 
tions, arrange  for  financing,  and  keep  a  close  check 
on  the  operations  (which  necessarily  [15]  lied  up 
his  personal  fortunes  as  well).  One  of  the  corpora- 
tions recognized  a  gain  for  the  year's  oi3erations, 
but  the  other  two,  on  liquidation,  showed  a  sub- 
stantial loss.  The  results  of  the  previous  years' 
operations  warranted  the  claimant  in  believing 
that  he  would  realize  substantial  profits  in  this 
year  also. 
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Argument 

This  Claim  is  filed  under  the  provisions  of  Sec- 
tion 122  of  the  Internal  Revenue  Code,  which  pro- 
vides in  part,  as  follows: 

"(a)  Definition  of  Net  Operating  Loss. — As 
used  in  this  section,  the  term  'net  operating 
loss'  means  the  excess  of  the  deductions  allowed 
by  this  chapter  over  the  gross  income,  with  the 
exceptions,  additions,  and  limitations  provided 
in  subsection  (d). 

(b)  Amount  of  Carry-Back  and  Carry- 
over.— 

(1)  Net  operating  loss  carry-back. — If  for 
any  taxable  year  beginning  after  December  31, 
1941,  the  taxpayer  has  a  net  operating  loss,  such 
net  operating  loss  shall  be  a  net  operating  loss 
carry-back  for  each  of  the  two  preceding  tax- 
able years,  except  that  the  carry-back  in  the 
case  of  the  first  preceding  taxable  year  shall 
be  the  excess,  if  any,  of  the  amount  of  such  net 
operating  loss  over  the  net  income  for  the  sec- 
ond preceding  taxable  year  computed  (A)  with 
the  exceptions,  additions,  and  limitations  pro- 
vided in  subsection  (d)  (1),  (2),  (4),  and  (6), 
and  (B)  by  determining  the  net  operating  loss 
deduction  for  such  second  preceding  taxable 
year  without  regard  to  such  net  operating  loss. 

(c)  Amount  of  Net  Operating  Loss  Deduc- 
tion.— The  amount  of  the  net  operating  loss 
deduction   shall   be   the   aggregate   of   the   net 
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operating  loss  cavry-ovevs  and  the  net  operating 
loss  cariy-baeks  to  the  taxable  year  reduced  by 
the  amount,  if  any,  by  which  the  net  income 
(computed  with  the  exceptions  and  limitations 
provided  in  subsection  (d)  (1),  (2),  (3),  and 
(4))  exceeds,  in  the  case  of  a  tax^Dayer  other 
than  a  corporation,  the  net  income  (computed 
without  such  deduction),  or,  m  the  ease  of  a 
corporation,  the  normal-tax  net  income  (com- 
puted without  such  deduction  and  without  tlie 
credit  provided  in  section  26   (e)); 

(d)  Exceptions,  Additions,  and  Limita- 
tions.— The  exceptions,  additions,  and  limita- 
tions referred  to  in  subsections   (a),   (b),  and 

(c)  shall  be  as  follows: 

*     *     * 

(4)  Gains  and  losses  from  sales  or  exclir.nges 
of  capital  assets  shall  be  taken  into  account 
without  regard  to  the  provisions  of  section  [16] 
117  (b).  As  so  computed  the  amount  deductible 
on  account  of  such  losses  shall  not  excecxl  the 
amount  includible  on  account  of  such  gains." 

In  arriving  at  the  "net  operating  loss''  which 
may  he  carried  back,  the  additions  and  limitations 
which  are  material  to  the  loss  herein  claimed  are 
subsection   (d)    (4)   relating  to  capital  gains. 

This  provision  of  the  statute  had  its  origin  in  the 
Revenue  Act  of  1918,  Section  204  (a),  wliich  pro- 
vided in  part  as  follows: 

"That  as  used  in  this  section  the  term  'net 
loss'  refers  only  to  net  losses  resulting  from 
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either  (1)   the  operation  of  any  business  reg- 
ularly carried  on  by  the  taxpayer,  *     *     *" 

In  the  Revenue  Act  of  1921,  the  phrase  "any 
business"  was  expanded  to  read  "any  trade  or 
business."  In  Hughes  v.  Commissioner,  38  Fed. 
759,  8  AFTR  10385  (COA-lOth,  1930),  the  Circuit 
Court  of  Appeals  in  discussing  this  section,  said : 

"This  section  (Sec.  204  (a)),  in  somewhat 
different  language,  was  first  enacted  in  1918. 
The  mischief  it  was  aimed  at  is  a  matter  of 
common  knowledge.  Merchants  and  manu- 
facturers, and  other  taxpayers  employing  capi- 
tal in  their  pursuits,  had  paid  large  taxes  in 
precedmg  years  on  paper  profits.  Their  shelves 
and  warehouses  bulged  with  inventories  wliose 
values  had  increased  fabulously  during  the  in- 
flation period.  The  war  had  ended;  deflation 
was  forecast ;  war  trade  was  at  an  end. 

"A  class  of  taxpayers  had  paid  taxes  on  in- 
comes reflected  by  inventories,  an  income  not 
in  fact  realized.  There  was  no  one  to  recoup 
them  the  losses  caused  by  the  shrink  in  the 
value  of  their  assets.  This  action  was  designed 
to  permit  such  taxpayers  to  carry  over  sucli 
losses  into  the  two  succeeding  years.  (In  the 
report  of  the  1918  law  to  the  Senate,  the  Com- 
mittee, speaking  of  this  section,  said:)  *  *  *" 
(Omitted,  not  particularly  relevant.) 

Montgomery,  in  his  work  on  Income  Tax  Proce- 
dure (1922  Ed.)  at  page  1021,  says  of  this  section : 

"  'The  radical  changes  expected  in  business 
conditions  as  a  result  of  the  cessation  of  the 
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war  made  it  seem  imperative  that  losses  aris- 
ing from  readjustments  of  inventories,  whicli 
mi^^ht  occur  within  a  fevv^  months  thereafter 
should  be  spaced  over  a  longer  period  of  time. 
Similar  conditions  existed  in  case  of  losses 
arising  from  sales  or  depreciation  oP  plant  and 
equipment  acquired  for  war  purposes.  To  meet 
those  difficulties  the  1918  law  provided  certain 
relief  measures  designed  to  assist  in  the  reesta- 
blishment  of  normal  conditions.' 

u*  *  *  Considering  the  manifest  intention  of 
Congress  to  restrict  the  application  of  the  sec- 
tion, and  the  evident  purpose  of  the  law,  it  is 
our  opinion  that  the  section  has  no  application 
to  wage-earners,  salaried  or  professional  men. 
Wage-earners  and  salaried  men  may  be  out  of 
work  and  subject  to  no  tax.  But,  employing 
no  capital  in  their  'trade  or  business  regularly 
carried  on, '  they  suffer  no  net  losses  that  should 
be  carried  over  to  other  years.  *  *  *" 

In  that  case  the  petitioner,  a  lawyer,  sustained 
a  loss  in  investment  banking  in  1921  which  he 
sought  to  carry  forward  to  1922.  The  Court  held 
that  this  lawyer's  business  included  investment 
banking  and  allowed  the  net  loss  carry-over  since 
he  spent  about  20%  of  his  time  in  that  endeavor. 
By  the  stronger  reason  the  contention  of  claimant 
should  be  allov/ed  as  he  spent  100%  of  his  time  in 
carrying  on  the  business  involved  in  this  claim. 

Revenue  statutes  are  to  be  construed  strictly,  and 
doubts  in  its  terms  are  to  be  resolved  against  the 
Government  and  in  favor  of  the  taxpayer.    This 
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rule  was  set  forth  in  U.  S.  v.  Merriam,  263  U.  S. 

179,  44  Sup.  Ct.  69,  4  AFTR  3673  (1923),  as  follows: 
u*  *  *  ng^^l  ^^^  statutes  levying  taxes  the  lit- 
eral meaning  of  the  words  employed  is  most 
important  for  such  statutes  are  not  to  he  ex- 
tended hy  implication  beyond  the  clear  import 
of  the  language  used.  If  the  words  are  doubt- 
ful, the  doubt  must  be  resolved  against  the 
government  and  in  favor  of  the  taxpayer. 
Gould  V.  Gould,  245  U.  S.  151,  153,  38  Sup.  Ct. 
53,  62  L.  Ed.  211.  The  rule  is  stated  by  Lord 
Cairns  in  Partington  v.  Attorney  General,  L.  R. 
4  H.  L.  100,  122 : 

'I  am  not  at  all  sure  that  in  a  case  of  this 
kind — a  fiscal  case — form  is  not  amply  suf- 
ficient ;  because,  as  I  understand  the  principle 
of  all  fiscal  legislation,  it  is  this:  If  the  per- 
son sought  to  be  taxed  comes  within  the  letter 
of  the  law,  he  must  be  taxed,  however  great 
the  hardship  may  appear  to  the  judicial  mind 
to  be.  On  the  other  hand,  if  the  crown,  seek- 
ing to  recover  the  tax,  cannot  bring  the  sub- 
ject within  the  letter  of  the  law,  the  subject 
is  free,  however  apparently  within  the  spirit 
of  the  law  the  case  might  otherwise  appear 
to  be.  In  other  words,  if  there  be  admissible 
in  any  statute  what  is  called  an  equitable 
construction,  certainly  such  a  construction  is 
not  admissible  in  a  taxing  statute,  where  you 
can  simply  adhere  to  the  words  of  the 
statute'." 
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This  rule  is  applicable  particularly  to  the  net  loss 
carry-over  and  carry-back  [18]  provisions  of  the 
statute,  for  in  Burnet,  Comr.  v.  Marston,  57  F.  (2d) 
611,  10  AFTR  1586  (CA  of  DC,  1932)  the  Court  of 
Appeals  stated: 

''Section  204,  being  a  relief  measure,  should 
'be  construed  liberally  in  favor  of  the  taxpayers 
to  give  the  relief  it  was  intended  to  provide/ 
*  *  *  (Cases  cited)"  (These  cases  deal  with 
other  sections,  and  are  not  any  improvement  on 
the  present  case.) 

In  that  case,  petitioner  was  a  member  of  a  part- 
nership engaged  in  investment  banking.  In  1920 
the  partnership  v-as  dissolved,  and  liquidation  com- 
menced. In  1922  petitioner  made  payments  aggre- 
gating $725,000  on  account  of  losses  sustained  by 
the  firm.  His  gross  income  was  $633,000,  leaving 
a  net  business  loss  for  1922  of  $92,000.  Commis- 
sioner refused  to  allow  any  part  of  this  net  loss 
for  1922  as  a  deduction  against  the  taxpayer's 
income  for  1923.  The  Board  of  Tax  Appeals  held 
for  petitioner.  On  appeal,  the  Board  was  affirmed. 
Commissioner  contended  that  petitioner  had  not 
been  engaged  in  the  investment  banking  business 
during  1922,  and  therefore  that  the  loss  was  not 
sustained  in  "any  trade  or  business."  Held,  that 
the  phrase  "during  the  taxable  year"  was  an  inter- 
polation by  the  Commissioner  and  does  not  appear 
in  the  statute.  Regulation  in  conflict  with  the  terms 
of  the  statute  will  not  be  sustained. 
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In  determining  the  net  operating  loss  for  the 
fiscal  year  ended  February  28,  1945,  two  deductions 
as  follows  are  included: 

Bad  debt  of  Spencer  Dehydrators, 

Inc $73,601.49 

Bad  debt  of  Spencer  Packing 

Company  of  Yakima $33,966.02 

In  accordance  with  the  provisions  of  Section  122 
(d)(5),  Internal  Revenue  Code,  in  order  for  these 
two  items  to  be  allowable  deductions  in  determining 
the  net  operating  loss,  it  m.ust  appear  that  they  are 
attributable  to  the  operation  of  a  trade  or  business 
regularly  carried  on  by  the  taxpayer.  That  they 
were  incurred  in  such  a  business  is  evident  from  the 
facts  and  from  the  law  as  enunciated  in  the  follow- 
ing cases:  [19] 

In  an  early  case,  Flint  v.  Stone  Tracy  Co,,  220 
U.  S.  107,  3  AFTR  2834  (1911),  our  Supreme  Court, 
in  defining  "business"  for  the  purposes  of  the  Cor- 
poration Excise  Tax  of  1909,  said: 

"  'Business'  is  a  very  comprehensive  term 
and  embraces  everything  about  which  a  person 
can  be  employed.  Black's  Law  Diet.  158,  citing 
People  ex  rel.  Hoty  v.  Tax  Comrs.  23  N.  Y. 
242,  244.  'That  which  occupies  the  time,  atten- 
tion, and  labor  of  men  for  the  pur]:)ose  of  a  live- 
lihood or  profit.'  1  Bouvier's  Law  Diet.  p.  273. 

' '  We  think  it  is  clear  that  corporations  organ- 
ized for  the  purpose  of  doing  business,  and  actu- 
ally engaged  in  such  activities  as  leasing  prop- 
erty, collecting  rents,  managing  office  buildings, 
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making  investments  of  profits,  or  leasing  ore 
lands  and  collecting  royalties,  managing 
wharves,  dividing  profits,  and  in  some  eases 
investing  the  siirphis,  are  engaged  in  business 
within  the  meaning  of  this  statute,  and  in  the 
capacity  necessary  to  make  such  organization 
subject  to  the  law.'' 

While  this  case  involved  the  activities  of  a  cor- 
poration, there  are  no  sound  reasons  for  applying 
a  contrary  rule  to  individual  taxpayers. 

Under  the  net  loss  carry-over  provisions  of  the 
Revenue  Act  of  1921,  the  Board  discussed  the  facts 
of  Oscar  K.  Eyserbach,  10  B.T.A.  716,  as  follows: 

"For  several  years  prior  to  1923,  petitioner 
was  engaged  in  the  business  of  purchasing  and 
developing  mineral  leases.  The  majority  of 
these  leases  w^ere  oil  and  gas  leases.  In  this 
line  of  business,  petitioner  prior  to  and  in  1921 
purchased  interests  in  the  lead  and  zinc  leases 
referred  to  in  the  findings  of  fact  and  proceeded 
to  develop  one  of  these  properties.  This  effort 
failed  in  1921,  after  petitioner  had  expended 
$30,000.  The  question  presented  is,  was  this 
loss  a  'net  loss'  as  that  term  is  defined  in  sec- 
tion 204  of  the  Revenue  Act  of  1921?  The 
pertinent  parts  of  that  section  read :  *  *  * 

"It  is  to  be  noted  that  in  order  to  constitute 
a  'net  loss,'  it  is  not  necessary  that  taxpayer 
should  sustain  the  loss  in  his  principal  business 
or  vocation.  The  word  'business'  is  qualified  by 
the  word  'any.'  The  taxpayer  is  entitled  to  this 
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benefit  where  the  loss  is  incurred  in  'any  trade 
or  business  regularly  carried  on'  by  him.  That 
petitioner's  activities  in  oil,  gas,  zinc  and  lead 
constitute  a  business  seems  clear.  They  fall 
within  the  definition  of  'business'  given  in  Flint 
V.  Stone  Tracy,  *  *  *. 

*'That  petitioner  'regularly  carried  on'  the 
business  of  purchasing  and  developing  zinc  and 
lead  leases  is  equally  clear.  It  was  not  an  iso- 
lated enterprise.  His  zinc  and  lead  operations 
dovetailed  with  his  other  [20]  mine  operations. 
On  this  point  petitioner  is  sustained." 

The  Board  stressed  "activity"  and  "regularity." 
In  the  case  at  bar,  the  claimant  since  1935  and 
1942-43  has  been  the  owner  of  the  premises  occu- 
pied during  1944  by  the  three  canneries.  He  was  in 
active  control  of  the  operations.  These  activities 
consisted  of  the  ownership,  leasing  and  management 
of  the  cannery  properties,  and  the  financing  of  the 
canneries.  Claimant  began  this  arrangement  about 
March  1,  1943,  and  it  continued  throughout  the  bal- 
ance of  1943.  all  of  1944,  and  part  of  1945.  Over 
his  signature  a  line  of  credit  was  opened  up  to  the 
three  cannery  corporations.  This  guaranty  by  the 
claimant  was  in  accordance  with  the  terms  of  the 
Lease  and  was  part  of  the  consideration  whereby  the 
corporations  paid  rental  and  had  the  use  of  the  land 
and  buildings  and  machinery.  The  Lessor  and  Les- 
see in  each  instance  had  carried  on  this  arrangement 
for  a  year  preceding  the  year  in  question.  It 
required  claimant's  constant  care  and  attention  and 
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permitted  him  no  other  activity.  It  was  not  his  avo- 
cation, but  rather  his  full-time  vocation.  He  acted 
not  for  any  corporation,  but  in  his  owai  self-interest. 
And  wliile  so  acting,  he  incurred  the  two  bad  debt 
losses  mentioned  hereinabove. 

Obviously,  if  the  taxpayer  for  his  whole  business 
career  had  engaged  in  the  business  of  renting  prop- 
erty and  financing  the  tenants,  there  would  be  such 
continuity  of  business  as  to  stamp  it  as  a  "trade 
or  business  regularly  carried  on  by  the  taxpayer." 
Such  was  the  situation  in  Glenn  M.  Averill,  20 
B.T.A.  1196  (appeal  dismissed  53  F.  (2d)  1079 
(CCA-8th,  1931)),  which  led  the  Board  to  say: 

"*  *  *  When  an  activity  ceases  to  be  iso- 
lated and  assumes  a  continuity  and  importance 
that  characterize  it  as  an  activity  regularly 
engaged  in,  must  necessarily  depend  on  the 
facts  of  each  particular  case.  Obviously,  in 
every  case  a  business  to  be  regularly  carried 
on  must  be  characterized  by  a  continuing  activ- 
ity in  some  field  of  business  endeavor.  The  loss 
contemplated  by  the  statute  is  an  operating 
loss,  and  the  party  claiming  it  must  be  the  oper- 
ator of  the  trade  or  business  in  Avhich  the  loss 
occurs.  Therefore,  a  business  regularly  carried 
on  by  the  taxpayer  means  a  business  regularly 
operated  by  the  taxpayer  on  his  own  behalf." 

In  Charles  M.  Bryan,  21  B.T.A.  364,  the  peti- 
tioner took  over  the  management  of  a  truck  business 
early  in  1922.  His  principal  business  or  occupation 
up  to  that  time  had  been  the  practice  of  law,  and 
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during  1922  he  spent  two  hours  each  in  the  fore- 
noon and  afternoon  at  the  truck  company's  office, 
as  well  as  returning  every  evening.  He  still  prac- 
ticed law.  The  Board  pointed  out  that  the  loss  was 
not  limited  to  those  sustained  in  the  principal  or 
sole  trade  or  business. 

''*  *  *  The  text  is  the  'regularity'  with  which 
a  trade  or  business  is  carried  on.  *  *  * 

u*  *  *  ^Ye  think,  on  the  whole,  that  petitioner 
was  regularly  engaged  in  the  business  during 
1922,  within  the  intendment  of  the  pertinent 
statute,  and  that  the  loss  he  sustained  *  *  * 
was  a  'net  loss'  which  may  properly  be  applied 
against  his  net  income  for  the  year  1923. ' ' 

In  that  case  the  petitioner  had  engaged  in  the 
business  only  for  1922,  one  year,  yet  the  net  loss 
carry-over  was  allowed.  In  the  case  at  bar  the  tax- 
payer has  engaged  in  this  particular  type  of  busi- 
ness of  operating  food  processing  plants  for  can- 
nery purposes  for  many  years.  The  test,  then,  is  not 
the  number  of  years  of  carrying  on  the  business, 
but  rather  the  regularity  within  the  loss  year  with 
which  the  taxpayer  has  engaged  in  the  enterprise. 
Otherv/ise  the  Bryan  decision  is  inexplicable. 

Neither  is  the  time  spent  each  day  in  the  prose- 
cution of  the  endeavor  the  test.  The  Board  said  in 
S.  Rose  Lloyd,  32  B.T.A.  887,  at  891 : 

""  *  *  It  is  not  necessary  that  one  occupy 
a  full  day  each  day  in  carrying  on  one's  activ- 
ity to  be  considered  to  l^e  regularly  engaged  in 
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business.  It  is  continuity  of  efforts  devoted  to 
the  undertaking  which  constitutes  a  business 
regularly  carried  on.*  *  *"  (Cases  cited.) 

In  that  case  the  taxpayer  managed  and  traded  and 
sold  the  inheritance  from  her  father.  It  was  her 
sole  source  of  income,  and  she  had  the  office  in  her 
home.  She  carried  on  a  voluminous  correspond- 
ence, and  personally  she  negotiated  the  sales.  The 
Board  held  that  she  was  engaged  in  the  business  of 
buying  and  selling  real  estate.  [22] 

In  the  case  at  bar,  the  claimant  has  habitually 
and  continually  spent  a  full  day  each  day  in  carry- 
ing o]i  liis  business  of  renting  the  properties,  oper- 
ating them,  and  keeping  a  check  on  the  financial 
arrangements.  Much  of  the  time  he  is  traveling 
between  his  Lebanon  and  Yakima  properties.  He 
has  no  other  source  of  income  or  profit. 

Such  a  schedule,  multiplied  by  virtually  every 
working  day  of  the  year,  is  susceptible  of  only  one 
characterization, — ' '  continuous  effort. ' ' 

As  stated  hereinabove,  the  claimant  rendered 
three  distinct  services  to  the  corporation, — plant 
rental,  operation  and  financing.  His  activities 
revolved  around  these.  In  the  course  of  such  activi- 
ties, it  became  necessary  to  close  down  the  Yakima 
operations  and  thereby  lose  the  amounts  owing  to 
claimant. 

Closely  in  point  is  the  case  of  T.  I.  Crane,  17 
B.T.A.  720.  The  Petitioner  for  many  years  had 
been  a  member  of  a  partnership  engaged  in  selling 
coal  and  iron  on  commission  and  the  promotion  and 
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financing  of  corporations.  In  1916,  the  partnership 
was  dissolved,  but  the  Petitioner  continued  as  an 
individual  the  business  of  financing.  He  made  many 
loans,  and  had  a  staff  of  three  who  handled  his 
affairs.  He  was  President  of  one  corporation  and 
an  officer  of  another,  from  each  of  which  he  got  a 
salary.  He  spent  one-half  day  each  week  on  the 
companies'  affairs,  and  \hQ  rest  of  the  time  was 
spent  on  his  loans,  etc.  Several  corporations  in 
which  the  Petitioner  held  substantial  amounts  of 
stock  failed,  and  the  Petitioner  sustained  (1)  losses 
on  the  sale  of  the  stock,  and  (2)  losses  on  the 
loans.  In  deciding  whether  these  losses  were 
incurred  in  a  "business"  so  as  to  be  used  in  com- 
puting a  net  loss  under  Section  204  to  be  carried 
over  to  1922,  the  Board  said: 

''*  *  *  We  haA^e  held  that  it  is  not  necessary 
that  the  loss  result  solely  from  the  carrying  on 
of  a  taxpayer's  principal  business,  but  it  is  suf- 
ficient if  the  loss  results  from  the  operation  of 
any  business  if  that  business  be  one  regularly 
carried  on  by  the  taxpayer.  *  *  *  [23] 

''Respondent's  position  is  that  petitioner's 
sole  business  for  the  year  1921  was  that  of  a 
salaried  executive  officer  of  various  corpora- 
tions. In  reaching  such  a  conclusion  we  think 
respondent  failed  to  give  sufficient  considera- 
tion to  petitioner's  other  activities. 

"The  evidence  satisfies  us  that  petitioner  was 
engaged  in  the  business  of  financing  mining  and 
related  corporations,  and  such  financing  in- 
volved through  investigation  as  a  preliminary. 
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and  regular  supervision  subsequent  to  the 
advancing  of  the  money.  This  work  took  up 
all  of  his  time  with  the  excej)tion  of  about 
one-half  day  a  week,  which  was  spent  perform- 
ing his  duties  as  a  salaried  officer  of  two  corpo- 
rations. Petitioner  derived  profits  from  his 
business  in  two  ways :  first,  the  receipt  of  inter- 
est upon  his  loans,  and  second,  the  receipt  of 
dividends  upon  and  profits  from  the  sale  of 
capital  stock.  His  losses  resulted  from  the 
failure  of  debtor  corporations  to  repay  loans 
and  from  the  sale  of  stock  at  a  loss. 

''From  the  foregoing  it  a]:)pears  that  during 
the  year  1921  petitioner's  business  was  not  only 
that  of  a  corporate  executive  officer,  as  con- 
ceded by  respondent,  but  he  regularly  carried 
on  the  business  of  financing  raining  and  related 
corporations,  which  financing  sometimes  took 
the  form  of  loans  and  at  other  times  the  acqui- 
sition of  stock  in  the  company,  the  method  fol- 
lowed being  determined  by  the  circumstances." 

And,  again  in  Royal  W.  Irwin,  37  B.T.A.  51, 
which  was  acquiesced  in  by  the  Commissioner,  the 
petitioner,  a  lawyer,  invested  in  mining  property 
over  a  period  of  years,  and  realized  a  loss  in  1931 
when  his  option  was  terminated.  He  carried  about 
half  his  loss  forward  into  1932,  which  was  denied 
by  the  respondent.  The  Board,  in  holding  for  the 
petitioner,  said: 

"*  *  *  The  evidence  shows,  however,  that  the 
petitioner  was  I'egularly  engaged  in  the  min- 
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ing  business  in  connection  with  this  particular 
property  during  all  of  the  period  from  1922 
until  the  termination  of  the  agreement  in  1931. 
He  gave  the  work  a  part  of  his  personal  atten- 
tion, made  frequent  visits  to  the  property, 
received  regular  reports  from  his  mining  engi- 
neer, wrote  frequently  to  the  latter  instructing 
him  in  the  conduct  of  the  work,  and  was  per- 
sonally responsible  for  all  decisions.  He  was 
also  engaged  in  other  business  and  he  failed 
to  develop  this  property  commercially,  but  those 
facts  did  not  prevent  him  from  being  regularly 
engaged  in  this  mining  business."  (Cases 
cited) 

The  fact  that  the  claimant  has  devoted  all  his 
efforts  into  corporations  in  which  he  was  financially 
interested,  does  not  weaken  his  case  at  all.  In  Edwin 
H.  Conrades.  21  B.T.A.  213,  the  Board  said  in  part: 

"The  fact  that  petitioner  limited  the  field  of 
liKs  loans  to  corporations  directed  by  him  and 
individual  associates  with  whose  affairs  and 
financial  standing  he  was  familiar,  does  not 
alter  the  fact  that  in  making  these  loans  he  was 
carrying  on  a  personal  business  distinct  from 
the  business  carried  on  by  the  corporations  in 
question.  There  is  nothing  in  our  opinion  pecu- 
liar or  significant  in  such  limitations.  *  *  * 
The  fact  that  in  makhig  many  of  these  loans  he 
was,  in  addition  to  obtaining  interest,  safe- 
guarding his  investments  by  providing  the 
funds  needed  by  his  various  corporations,  does 
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not,  in  our  opinion,  stamp  the  loan  activities  as 
merely  an  incident  of  his  service  as  an  officer 
of  these  various  corporations  or  as  merely  inci- 
dent to  his  ownership  of  corporate  stock.  *  *  *" 

See  also  Washburn  v.  Commissioner,  51  F.  (2d) 
949,  10  AFTR  343  (CCA-8,  1931),  reversing  16 
B.T.A.  1091. 

The  direct  result  of  claimant's  efforts  during  the 
fiscal  year  ending  February  28,  1945,  was  the  loss 
claimed  herein.  Based  upon  the  facts  and  the  law, 
it  is  submitted  that  such  loss  was  an  ''net  operat- 
ing loss"  within  the  provisions  of  Section  122  of  the 
Internal  Revenue  Code.  It  follows  that  this  claim 
for  refund  should  be  allowed.  [25] 

[Affidavit  of  service  by  mail  attached.] 

[Endorsed]:     Filed  November  9,   1945.   [26] 


[Title  of  District  Court  and  Cause.] 

PETITION   FOR   EXTENSION   OF   TIME 

Comes  Now  Carl  C.  Donaugh.  United  States 
Attorney  for  the  District  of  Oregon,  and  Victor 
E.  Harr,  Assistant  United  States  Attorney,  and 
based  on  the  affidavit  attached  hereto,  which  is  by 
this  reference  made  a  part  and  parcel  of  this  peti- 
tion, moves  the  Court  for  an  order  for  a  30-day 
extension  of  time  within  which  to  answer  or  other- 
wise plead  in  the  above-entitled  cause.  The  exten- 
sion of  time  is  requested  upon  the  ground  and  for 
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the  reason  that  the  Internal  Revenue  Department 
has  not  complied  with  the  request  of  the  Attorney 
General  of  the  United  States  by  sending  the  files 
of  the  within  cause  to  the  said  Attorney  General 
and  until  said  files  are  received  we  have  no  infor- 
mation upon  which  to  prepare  an  answer  or  other- 
wise plead  herein. 

Dated  at  Portland,  Oregon,  this  29th  day  of  De- 
cember, 1945. 

CARL  C.  DONAUGH, 

United    States    Attorney    for 
the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney.  [27] 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Victor  E.  Harr,  being  first  duly  sworn,  upon 
oath  depose  and  say:  That  I  am  Assistant  United 
States  Attorney  for  the  District  of  Oregon ;  that  on 
December  21,  1945,  the  office  of  the  United  States 
Attorney  received  a  telegram  from  the  Attorney 
General's  office,  Washington,  D.  C,  advising  that 
the  files  in  the  above-entitled  cause  had  not  as  yet 
been  received  from  the  Department  of  Internal 
Revenue ;  that  until  said  files  are  received  from  the 
Attorney  General  we  are  not  prepared  to  file  an 
answer  to  the  within  cause  or  to  otherwise  plead; 
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that  this  affidavit  is  made  in  support  of  a  petition 
for  an  extension  of  time  within  which  to  answer  or 
to  otherwise  plead. 

Dated  at  Portland,  Oregon,  this  29th  day  of  De- 
cember, 1945. 

/s/  VICTOR  E.  HARE. 

Subscribed   and   sworn   to   before   me   this   29th 
day  of  December,  1945. 

/s/  L.  JEANETTE  BEAR, 

Notary  Public  for  Oregon. 
My  commission  expires:  9-23-47. 
[Endorsed]:     Filed  December  29,  1945.  [28] 


[Title  of  District  Court  and  Cause.] 

AFFIDAVIT  IN  OPPOSITION  TO  PETITION 
FOR  EXTENSION  OF  TIME 

State  of  Oregon, 

County  of  Multnomah — ss. 

I,  Robt.  T.  Jacob,  being  first  duly  sworn,  depose 
and  say:  That  I  am  one  of  counsel  for  Plaintiff 
in  the  above-entitled  cause  and  have  been  counsel 
for  a  period  of  several  years,  and  have  full  knowl- 
edge of  the  financial  position  of  the  Plaintiff;  that 
the  claim  for  refmid  in  this  case  arises  from  a 
heavy  operating  loss  by  Plaintiff  suffered  during 
his  fiscal  year  1944  in  the  sum  in  excess  of  $127,- 
000.00;  that  at  the  time  of  the  occurrence  of  the 
loss  the  Plaintiff  was  already  very  heavily  in  debt 
because  of  large  sums  of  money  which  he  had  bor- 
rowed from  the  American  Business  Credit  Corpo- 
ration for  the  purpose  of  making  payment  of  his 
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1942  income  tax;  that  said  Plaintiff  is  still  under 
very  heavy  financial  pressure  in  that  he  has  not 
been  able  to  liquidate  his  loans  from  American 
Business  Credit  Corporation  to  whom  he  is  indebted 
in  the  approximate  sum  of  $50,000.00 ;  that,  in  addi- 
tion, said  Plaintiff  is  indebted  for  many  other  notes 
and  accounts  payable  which  he  is  currently  unable 
to  pay. 

That  since  the  filing  for  claim  for  refund  in  this 
case,  the  Bureau  of  Internal  Revenue  has  not  made 
aitv  investigation  of  said  claim  to  the  knowledge  of 
afilant,  and  has  not  contacted  either  affiant  or  Plain- 
tiff concerning  said  claim;  that  a  period  of  more 
than  eight  (8)  months  has  expired  since  the  filing 
of  tlie  claim  for  refund ;  that  this  delay  has  worked 
great  hardship  upon  the  Plaintiff. 

Dated  at  Portland,  Oregon,  this  5th  day  of  Jan- 
uary, 1946. 

/s/  ROBT.  T.  JACOB. 

Subscribed  and  sworn  to  before  me  this  5th  day 
of  January,  1946. 

[Seal]         /s/  DOROTHY  ORR, 

Notary  Public  for  Oregon. 
My  Commission  Expires:  10-23-49. 

[Endorsed] :     Filed  January  5,  1946.  [29] 

Service  acknowledged  of  the  foregoing  Affidavit 
in  Opposition  to  Petition  of  Extension  of  Time. 
/s/  VICTOR  E.  HARR, 
Signature. 
Dated:  1/5/46.  [30] 
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[Title  of  District  Court  and  Cause.] 

ANSWER 

The  complaint  is  answered  (by  paragraphs  corre- 
sponding to  the  paragraphs  of  the  complaint)  as 
follows : 

1. 


Admitted. 
Admitted. 


2. 


3. 


Denied,  except  admitted  that  the  amount  in  con- 
troversy exceeds  $3,000.  It  is  averred  that  no  claim 
for  refimd,  sufficient  to  give  this  Court  jurisdic- 
tion, was  filed  as  required  by  law. 

4. 

Denied,  except  admitted  that  plaintiif  filed  on  or 
about  June  15,  1944,  an  amended  individual  income 
tax  return  for  the  fiscal  year  ending  February  28, 

1943,  evidencing  a  total  tax  liability  of  $141,722.80; 
admitted  that  plaintiff  filed  on  or  about  June  14, 

1944,  an  individual  income  and  victory  tax  return 
for  the  fiscal  year  ending  February  28,  1944,  evi- 
dencing a  total  income  and  victory  tax  liability  of 
$43,588.18;  admitted  or  averred  that  plaintiff  paid 
to  the  Collector  of  Internal  Revenue  $76,297.91  on 
or  about  Octol)er  8,   1943,   $1,394.59   on   or   about 
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October  8,  1943,  $76,297.91  on  or  about  February 
19,  1944,  and  $214.53  on  or  about  March  22,  1945. 

5. 

Denied. 

6. 

Denied,  except  admitted  that  plaintiff  filed  with 
the  Collector  of  [31]  Internal  Revenue  for  the  Dis- 
trict of  Oregon,  on  or  about  April  21,  1945,  an 
instrument  purporting  to  be  a  claim  for  refund  in 
the  amount  of  $93,565.04  for  the  fiscal  year  ending 
February  28,  1943,  and  admitted  that  Exhibit  A  of 
the  complaint  is  a  true  copy  of  the  instrument 
filed. 

7. 

Denied,  except  admitted  that  more  than  six 
months  elapsed  from  the  filing  of  the  alleged  claim 
for  refund  and  the  filing  of  the  complaint. 

As  a  Further  Defense  It  Is  Averred  That: 

1. 

The  alleged  claim  or  instrument  purporting  to 
be  a  claim  for  refund  concerned,  and  is  stated 
therein  to  apply  to,  plaintiff's  fiscal  year  1943.  . 

2. 

That  under  the  provisions  of  the  Current  Tax 
Payment  Act  of  1943,  more  particularly  Section  6 
thereof,  the  income  taxes  allegedly  overpaid  and 
sought  to  be  recovered  by  jjlaintiff  in  this  actioit 
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are  made  applicable  to  and  concerned  plaintiff's  fis- 
cal year  1944,  and  not  the  fiscal  year  for  which  the 
alleged  claim  for  refund  was  filed.  It  is  further 
averred  that  plaintiff  is  not  entitled  to  recover 
since  there  was  no  overpayment  of  income  taxes  for 
the  fiscal  year  1943,  or  for  the  fiscal  year  1944. 


That  this  Court  has  no  jurisdiction  in  that  no  ade- 
quate or  sufficient  claim  for  refund  was  filed  as 
required  by  law. 

Wherefor  having  fully  answered,  defendant  prays 
judgment  dismissing  plaintiff's  complaint  and  for 
costs. 

HENRY  L.  HESS, 

United  States  Attorney. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

/s/  THOMAS  R.  WINTER, 

Special  Assistant,  United 
States  Attorney. 

:    Copy  received  Jan.  28/46.   Jerome  S.  Bischoff. 
[Endorsed] :     Filed  January  28,  1946.  [32] 


C.  B.  Spencer  49 

[Title  of  District  Court  and  Cause.] 

MOTION  FOR  PRELIMINARY  HEARING 
AS  TO  JURISDICTIONAL  DEFENSE 

Comes  now  the  Plaintiff  above  named  and 
through  Jerome  S.  Bischoff,  one  of  his  counsel,  and 
moves  the  Court  for  an  order  under  the  provisions 
of  Rule  12  (d)  setting  a  time  for  a  preliminary  hear- 
ing before  trial  as  to  the  merits  of  the  alleged  jur- 
isdictional defense  contained  in  Defendants  ''fur- 
ther defense"  on  the  ground  that  said  defense 
alleges  this  Court  has  no  jurisdiction  of  the  within 
action  for  failure  of  Plaintiff  to  tile  a  sufficient 
claim  for  income  tax  refund  as  required  by  law. 

Plaintiff  requests  that  a  hearing  be  held  on  Mon- 
day, February  18th,  or  such  time  thereafter  as  may 
suit  the  convenience  of  the  Court. 

/s/  JEROME  S.  BISCHOFF, 
Counsel  for  Plaintiff. 

Service  accepted  this  4th  day  of  February,  1946. 
/s/  VICTOR  E.  HARR, 
Asst.  U.  S.  Atty. 

[Endorsed] :     Filed  February  5,  1946.  [33] 
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[Title  of  District  Court  and  Cause.] 

PRE-TRIAL  ORDER 

The  above-entitled  action  came  on  regularly  for 
pre-trial  conference  before  the  Honorable  James  Al- 
ger Fee,  one  of  the  Judges  of  the  above-entitled 
Court.  Plaintiff  appeared  hy  and  through  Robert  T. 
Jacob  and  Jerome  S.  Bischoff,  his  attorneys;  de- 
fendant appeared  by  and  through  Henry  L.  Hess, 
United  States  Attorney,  Victor  E.  Harr,  Assistant 
United  States  Attorney,  and  Thomas  R.  Winter,  Spe- 
cial Assistant  to  the  United  States  Attorney. 

Agreed  Facts 

I. 

C.  B.  Spencer,  plaintiff,  is  a  citizen  of  the  United 
States,  residing  in  the  State  of  Oregon,  and  during 
all  times  herein  concerned,  defendant  was,  and  now 
is,  the  dul.y  appointed,  qualified  and  acting  Collector 
of  Internal  Revenue  for  the  District  of  Oregon. 

II. 

The  amount  in  ^controversy  (^xceeds  the  sum  of 
$3,000.00 

III. 

On  or  about  June  15,  1944,  plaintiff  filed  an 
amended  individual  income  tax  return  for  the  fiscal 
year  ending  February  28, 1943,  evidencing  a  total  tax 
liability  of  $141,722.80;  tluxt  on  or  about  June  15, 
1944,  plaintiff  filed  an  individual  income  and  victory 
tax  return  for  the  liscal  year  ending  February  28, 
1944.  evidencing  a  total  income  and  victory  tax  lia- 
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bility  of  $43,588.18;  that  the  plaintiff  paid  to  the 
defendant,  Collector  of  Internal  Revenue  for  the 
District  of  Oregon,  $76,297.91  on  or  about  October 
8,  1943;  $1,394.59  on  or  about  October  8,  1943;  $76,- 
297.91  on  or  about  February  19,  1944,  and  $214.53  on 
or  about  March  22, 1945.  [34] 

IV. 

That  on  or  about  April  21,  1945,  the  plaintiff  filed 
with  the  defendant.  Collector  of  Internal  Eevenue 
for  the  District  of  Oregon,  an  instrument  purporting 
to  be  a  claim  for  refund  in  the  amount  of  $93,565.04. 
Said  instrument  is  attached  to  the  complaint  as 
Exhibit  **A"  and  is  a  true  copy  of  the  instrument 
filed. 

V. 

More  than  six  months  elapsed  from  the  filing  of 
said  instrument  to  the  date  of  filing  of  the  present 
action  and  no  notice  of  allowance  or  disallowance 
was  received  by  the  plaintiff  during  such  period. 

Contention  of  the  Parties 

Defendant  contends  that  the  alleged  claim  or  in- 
strument purporting  to  be  a  claim  for  refund  con- 
cerned, and  is  stated  therein  to  apply  to,  plaintiff's 
fiscal  year  1943;  that  under  the  provisions  of  the 
Current  Tax  Payment  Act  of  1943,  more  particularly 
Section  6  thereof,  the  income  taxes  allegedly  overpaid 
and  sought  to  be  recovered  by  plaintiff  in  this  action 
are  made  applicable  to  and  concerned  plaintiff's 
fiscal  year  1944,  and  not  the  fiscal  year  for  which  the 
alleged  claim  for  refund  was  filed. 
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That  for  the  above  reasons  this  Court  has  no  juris- 
diction in  that  no  adequate  or  sufficient  claim  for 
refund  was  filed,  as  required  by  Section  3772  of  the 
Internal  Revenue  Code  (Title  26  U.  S.  C.  A.). 

Plaintiff's  position  is  that  the  carryback  refund 
is  applied  to  the  income  tax  paid  for  the  second  tax- 
able year  preceding  the  loss ;  that  is,  the  tax  paid  on 
account  of  income  earned  during  the  year  March  1, 
1942,  to  February  28,  1943,  and  accruing  in  that  year. 
Plaintiff  claims  that  the  answer  to  Question  2  on 
Form  843  correctly  states  the  taxable  "period"  for 
year  and,  secondly,  that  even  if  tlie  face  sheet  is 
ambiguous  or  in  error  in  the  designation  of  the 
"period,"  that  the  body  of  the  claim  fully  sets  out 
all  pertinent  facts  sufficient  to  enable  the  Commis- 
sioner to  make  an  accurate  determination  of  the  na- 
ture of  the  claim,  the  taxable  period  involved,  dates 
of  payments,  and  any  and  every  other  element  nec- 
essary to  enable  him  to  make  a  determination. 

Issues  of  Fact  to  Be  Determined 

I. 

«  There  are  no  issues  of  fact  to  be  determined  on  the 
question  of  the  [35]  merits  of  the  alleged  jurisdic- 
tional defense. 

Issues  of  Law  to  Be  Determined 

Whether  the  alleged  claim  or  instrument  purport- 
ing to  be  a  claim  for  refund  is  an  adequate  or  suffi- 
cient claim  for  refund,  as  required  by  Section  3772 
of  the  Internal  Revenue  Code  and  the  regulations 
established  in  pursuance  thereof. 
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Pretrial  Exhibits 

I.  Refund  Claim  and  Exhibits  contained  therein. 
(Attached  to  Complaint.) 

II.  Individual  Income  and  Victory  Tax  Return, 
C.  B.  Spencer,  for  year  ending  2/29/44. 

The  foregoing  pretrial  order  relates  solely  to  the 
question  of  jurisdiction.  The  order  shall  not  be 
amended  unless  by  consent  of  the  parties  or  to  pre- 
vent manifest  injustice.  When  the  issue  of  jurisdic- 
tion has  been  determined  the  court  may  proceed  to 
the  settlement  of  another  pretrial  order  relating  to 
other  issues. 

Dated  at  Portland,  Oregon,  this  4th  day  of  March, 
1946. 

JAMES  ALGER  FEE, 

United  States  District  Judge. 

Approved : 

/s/  HENRY  L.  HESS, 

United  States  Attorney. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States  . 
Attorney. 

/s/  THOMAS  R.  WINTER, 

Special  Assistant  to  the 
United  States  Attorney: 

/s/  JEROME  S.  BISCHOFF, 
Attorneys  for  Plaintiff. 

[Endorsed]:     Filed  March  4,  1946.  [36] 
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[Title  of  District  Court  and  Cause.] 

NOTICE 

To :  The  Clerk  of  the  Above  Entitled  Court 

Will  you  kindly   enter  the  name  of  Randall  S. 
Jones  as  an  associate  counsel  of  record  for  the  Plain- 
tiff in  the  above  entitled  case  ? 
/s/  R.  T.  JACOB, 

Attorney  for  Plaintiff. 

Service  Accepted  this  23rd  day  of  September,  1946. 
/s/  VICTOR  E.  HARR, 

Attorney  for  Defendant. 
[Endorsed] :     Filed  September  23,  1946.  [37] 


[Title  of  District  Court  and  Cause.] 

NOTICE  TO  PRODUCE 
To :  J.  W.  Maloney,  United  States  Collector  of  Inter- 
nal Revenue  for  the  District  of  Oregon,  Defend- 
ant, and  Henry  L.  Hess,  United  States  Attorney, 
Victor  E.  Harr,  Assistant  United  States  Attor- 
ney,   Thomas    R.    Winter,    Special    Assistant, 
United  States  Attorney,  Attorneys  for  Said  De- 
fendant : 
You,  and  each  of  you,  will  please  take  notice  that 
the  Plaintiff  requests  you  to  produce  at  the  pretrial 
conference  on  the  above  entitled  action  each  and  all 
of  the  following  documents,  to-wit : 

1.  The  amended  individual  federal  income  tax 
return  of  C.  B.  Spencer  d.b.a.  Spencer  Packing  Com- 
pany, prepared  on  form  1040,  for  the  fiscal  year  be- 
ginning March  1,  1942,  and  ending  February  28, 
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2.  The  individual  federal  income  tax  return  of 
C.  B.  Spencer  d.b.a.  Spencer  Packing  Company,  pre- 
pared on  form  1040,  for  the  fiscal  year  beginning 
March  1,  1943,  and  ending  February  29,  1944. 

3.  The  individual  federal  income  tax  return  of 
C.  B.  Spencer  d.b.a.  Spencer  Packing  Company,  pre- 
pared on  form  1040,  for  the  fiscal  year  beginning 
March  1, 1944,  and  ending  February  28,  1945. 

4.  The  claim  of  C.  B.  Spencer  for  the  refund  of 
tax  illegally  collected  in  the  amount  of  $93,565.04 
filed  with  the  Collector  of  Internal  Revenue  for  the 
Disti'ict  of  Oregon  on  or  about  April  21,  1945,  a  copy 
of  which  said  claim  marked  Exhibit  A  is  attached  to 
and  made  a  part  of  [38]  Plaintiff's  complaint 
herein. 

And  in  the  event  of  your  failure  to  produce  said 
document,  the  Plaintiff  will  introduce  secondary 
evidence  of  the  same. 

/s/  R.  T.  JACOB, 

/s/  RANDALL  S.  JONES, 

Attorneys  for  the  Plaintiff. 

State  of  Oregon, 

County  of  Multnomah — ss. 

Due  service  of  the  within  Notice  to  Produce  is 
hereby  accepted  in  Multnomah  County,  Oregon,  this 
18th  day  of  October,  1946,  by  receiving  a  copy  there- 
of, duly  certified  to  as  such  by  Randall  S.  Jones,  of 
Attorneys  for  Plaintiff. 

/s/  EDWARD  B.  TWINING, 

Attorne}^  for  Defendant. 

[Endorsed] :   Filed  October  18,  1946.  [39] 
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[Title  of  District  Court  and  Cause.] 

MOTION  TO  CONTINUE  PRE-TRIAL 
CONFERENCE 

Comes  now  J.  W.  Maloney,  United  States  Collec- 
tor of  Internal  Revenue  for  the  District  of  Oregon, 
defendant,  by  Thomas  R.  Winter,  Special  Assist- 
ant to  the  United  States  Attorney  for  the  District  of 
Oregon,  one  of  his  attorneys,  and  moves  the  Court 
for  an  order  continuing  the  pre-trial  conference  in 
the  above  case  to  on  or  after  December  30,  1946. 

In  supjjort  of  said  motion,  there  is  attached  hereto 
an  affidavit  of  said  Thomas  R.  Winter,  setting  forth 
the  grounds  upon  which  said  motion  is  based. 

/s/  THOMAS  R.  WINTER, 
Special  Assistant  to  the  United  States  Attorney  for 
the  District  of  Oregon. 

Copy  received  October  28,  1946. 
/s/  R.  T.  JACOB. 

[Endorsed]  :     Filed  October  28,  1946. 

State  of  Oregon, 

County  of  Multnomah — ss. 

Thomas  R.  Winter,  being  first  duly  sworn  on  oath, 
deposes  and  says  that  he  is  Special  Assistant  to  the 
United  States  Attorney  for  the  District  of  Oregon, 
and,  as  such,  is  charged  with  conducting  the  defense 
of  this  action. 

The  case  involves  the  question  of  whether  the 
plaintiff  is  entitled  to  a  refund  for  the  fiscal  year 
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ended  February  28,  1943,  by  reason  of  a  net  oper- 
ating loss  alleged  to  have  been  suffered  in  the  fiscal 
year  ended  February  28,  1945,  and  to  constitute  a 
"net  operating  loss  carryback,"  as  defined  by  [40] 
Section  122  of  the  Internal  Revenue  Code,  as 
amended.  This  action,  therefore,  necessitated  the 
examination  of  the  plaintiff's  income  tax  returns 
for  the  fiscal  years  ended  February  28,  1943,  Febru- 
ary 29,  1944,  and  February  28,  1945. 

There  is  also  pending  in  the  Tax  Court  of  the 
United  States  a  case  entitled  C.  B.  Spencer  vs.  War 
Department  Price  Adjustment  Board,  Docket  No. 
270R.  The  petition  in  that  case  was  filed  August  13, 
1945,  and  the  petitioner,  plaintiff  here,  seeks  a  rede- 
termination of  his  ' '  excessive  profits, ' '  it  being  stated 
in  the  petition  that  the  ''alleged  excessive  profits 
determined  by  the  respondent  are  in  the  sum  of 
$25,000  and  such  determination  relates  to  petitioner's 
operations  for  the  fiscal  year  ended  February  28, 
1943";  that  any  adjustment  in  that  proceeding  must 
be  taken  into  accoimt  in  this  action  now  pending  in 
this  Court,  wherein  the  plaintiff  alleges  he  is  entitled 
to  the  benefits  of  a  net  loss  carry  back  for  the  year 
1945. 

That  since  the  investigation  of  the  plaintiff's  in- 
come tax  returns  for  the  fiscal  years  ended  February 
28,  1943,  February  29,  1944,  and  February  28,  1945, 
and  since  the  setting  of  this  case  for  pre-trial  con- 
ference, information  has  been  received  that  there 
was  paid  to  Ali<?e  Barry,  alias  Mrs.  Alice  B.  Spencer, 
Yakima,  Washington,  through  H.  G.  Bauer  Com- 
pany, sole  Sales  Agent  for  the  plaintiff,  C.  B.  Spen- 
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cer,  d.b.a.  Spencer  Packing  Company,  during  the 
year  1943,  the  sum  of  $9,500,  which  sum,  it  is  indi- 
cated, was  in  truth  and  in  fact  the  income  of  the 
plaintiff  and  was  fraudulently  omitted  from  his 
return. 

That  this  matter  is  now  under  investigation  by  the 
investigating  officers  of  the  Bureau  of  Internal  Rev- 
enue and  it  is  believed  their  investigation  and  report 
cannot  be  completed  prior  to  December  30, 1946. 

That  affiant  is  informed  and  believes  that  the  in- 
vestigation will  disclose  plaintiff  has  understated  his 
income  during  one  or  all  of  the  years  here  involved, 
and  it  will  be  necessary  to  file  an  amended  answer 
and  cross-complaint  in  the  above  action  in  order  to 
protect  the  interests  of  the  defendant  and  the  United 
States  and  in  order  to  avoid  multiplicity  of  suits  and 
properly  adjudicate  the  plaintiff's  tax  liability. 

Affiant  further  states,  that  the  issues  as  now 
formed  are  to  be  amended  and  that  to  require  a 
pre-trial  conference  on  the  date  set  is  prejudicial 
and  not  to  the  best  interests  of  the  parties  to  the 
action. 

As  additional  and  further  groimds  for  the  con- 
tinuance of  the  pre-trial  conference,  affiant  states 
that  on  or  about  October  18,  1946,  there  was  served 
on  the  office  of  the  United  States  Attorney  a  notice 
to  produce  certain  documents,  but  the  same  was  not 
received  in  affiant's  office  until  October  21,  1946;  that 
the  documents  called  for  are  not  in  the  possession 
of  the  United  States  ^Attorney  or  affiant  and  certified 
photostat  cojjies  of  these  original  documents  must  be 
secured  from  Washington,  D.  C,  and  it  is,  therefore, 
impossible  for  these  documents  to  be  produced  in 
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time  for  the  pre-trial  conference,  as  now  set,  but 
they  will  be  secured  as  soon  as  possible. 

/s/  THOMAS  R.  WINTER. 

Subscribed  and  sworn  to  before  me  this  28th  day 
of  October,  1946. 

[Seal]        /s/  V.  E.  HABR, 
Notary  Public  in  and  for  the  State  of  Oregon,  Resid- 
ing in  Portland,  Oregon. 

My  Commision  Expires  January  7,  1947. 

[Endorsed]  :     Filed  October  28, 1946.  [42] 


[Title  of  District  Court  and  Cause.] 

MOTION 

The  United  States  of  America  moves  the  Court 
for  an  Order  permitting  it  to  Interplead  in  this 
case  for  the  purpose  of  asserting  affirmatively  a 
claim  against  C.  B.  Spencer,  Plaintiff  herein  for 
income  taxes  and  penalties  of  $12,382.35  represent- 
ing a  net  deficiency  of  Federal  Income  Taxes  and 
penalties  for  the  period  involved  in  this  action, 
which  are  due,  owing,  and  unpaid. 

Dated  at  Portland,  Oregon,  this  17th  day  of  De- 
cember, 1946. 

/s/  HENRY  L.  HESS, 

United  States  Attorney. 
/s/  THOMAS  R.  WINTER, 
/s/  JAMES  P.  GARLAND, 

Special  Assistants  to  the 
Attorney  General. 
[Endorsed] :     Filed  December  17,  1946.  [43] 
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[Title  of  District  Court  and  Cause.] 

ORDER 
The  United  States  of  America  having  moved  to 
interplead ; 

It  Is  Ordered  that  the  United  States  of  America 
may  interplead  in  this  action. 

Dated  at  Portland,  Oregon,  this  17th  day  of  De- 
cember, 1946. 

/s/  CLAUDE  McCOLLOCH, 
District  Judge. 
[Endorsed] :     Filed  December  17,  1946.  [44] 


In  the  District  Court  of  the  United  States 

for  the  District  of  Oregon 

Civil  Action  No.  2949 

C.  B.  SPENCER, 

Plaintiff, 
vs. 
J.  W.  MALONEY,  United  States  Collector  of  Inter- 
nal Revenue  for  the  District  of  Oregon, 

Defendant, 

UNITED  STATES  OF  AMERICA, 

Interpleader. 

AMENDED  ANSWER  FOR  J.  W.  MALONEY 
AND  ANSWER  FOR  UNITED  STATES  OF 
AMERICA. 

The  complaint  is  answered  (by  paragraphs  cor- 
responding to  the  paragraphs  of  the  complaint)  as 
follows : 

1. 


C.  B.  Spencer  61 

2. 

Admitted. 

3. 

Denied,  except  admitted  that  the  amount  in  con- 
troversy exceeds  $3,000.  It  is  averred  that  no  claim 
for  refund,  sufficient  to  give  this  Court  jurisdiction, 
was  filed  as  required  by  law. 

4. 

Denied,  except  admitted  that  plaintiff  filed  on  or 
about  June  15,  1944,  an  amended  individual  income 
tax  return  for  the  fiscal  year  ending  February  28, 

1943,  evidencing  a  total  tax  liability  of  $141,722.80; 
admitted  that  plaintiff  filed  on  or  about  June  14, 

1944,  an  individual  income  and  victory  tax  return 
for  the  fiscal  year  ending  February  28,  1944,  evi- 
dencing a  total  income  and  victory  tax  liability  of 
$43,588.18;  admitted  or  averred  that  plaintiff  paid 
to  the  Collector  of  Internal  Revenue  $76,297.91  on  or 
about  October  8,  1943,  $1,394.59  on  or  about  October 
8,  1943,  $76,297.91  on  or  about  February  19,  1944, 
and  $214.53,  on  or  about  March  22,  1945  [45] 

5. 

Denied. 

6. 

Denied,  except  admitted  that  plaintiff  filed  with 
the  Collector  of  Internal  Revenue  for  the  District  of 
Oregon,  on  or  about  April  21,  1945,  an  instrument 
purporting  to  be  a  claim  for  refund  in  the  amount 
of  $93,565.04  for  the  fiscal  year  ending  February  28, 
1943,  and  admitted  that  Exhibit  A  of  the  complaint 
is  a  true  copy  of  the  instrument  filed. 
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7. 
Denied,  except  admitted  that  more  than  six  months 
elapsed  from  the  filing  of  the  alleged  claim  for  re- 
fund and  the  filing  of  the  complaint. 

As  a  Further  Defense  It  Is  Averred  That : 

1. 

The  alleged  claim  or  instrument  purporting  to  be 
a  claim  for  refund  concerned,  and  is  stated  therein 
to  apply  to,  plaintiff's  fiscal  year  1943. 

2. 
That  under  the  provisions  of  the  Current  Tax 
Payment  Act  of  1943,  more  particularly  Section  6 
thereof,  the  income  taxes  allegedly  overpaid  and 
sought  to  be  recovered  by  plaintiff  in  this  action  are 
made  applicable  to  and  concerned  plaintiff's  fiscal 
year  1944,  and  not  the  fiscal  year  for  which  the 
alleged  claim  for  refund  was  filed.  It  is  further 
averred  that  plaintiff  is  not  entitled  to  recover  since 
there  was  no  overpajTuent  of  income  taxes  for  the 
fiscal  year  1943,  or  for  the  fiscal  year  1944. 

3. 

That  this  Court  has  no  jurisdiction  in  that  no  ade- 
quate or  sufficient  claim  for  refund  was  filed  as  re- 
quired by  law. 

Further  Affirmative  Defense 

1. 

Tlmt  there  was  duly  assessed  a  net  deficiency  of 
income  taxes  and  penalties  against  C,  B.  Spencer, 
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plaintiff  herein,  on  or  about  December  10,  1946,  of 
$12,382.35,  which  is  now  due,  owing  and  unpaid. 
That  said  deficiency  was  based  on  the  determination 
by  the  Commissioner  of  Internal  Revenue,  that  sums 
of  money  in  the  aggregate  amount  of  not  less  than 
$22,498.05  received  by  Alice  Barry  Spencer  during 
times  relative  hereto  represented  taxable  income  of 
C.  B.  Spencer.  That  C.  B.  Spencer  directed 
such  income  to  be  paid  to  Alice  Barry  Spencer  with 
intent  to  evade  Federal  Income  Taxes. 


That  plaintiff  has  not  over-paid  his  Federal  In- 
come Taxes  for  the  period  involved  in  this  action, 
but  on  the  contrary  has  under-paid  his  taxes  for  the 
period  here  involved  to  the  extent  of  not  less  than 
$12,382.35.  That  any  judgment  which  may  be  ren- 
dered in  favor  of  the  plaintiff  in  this  action  should 
be  reduced  by  said  amount  of  taxes  and  penalties 
assessed,  outstanding,  and  unpaid. 

Counter  Claim  of  Defendant,  United  States  of 
Ameri<?a 

1. 

The  defendant.  United  States  of  America,  herein 
alleges  all  the  allegations  contained  in  paragraph  1 
of  the  preceding  affirmative  defense  to  the  same  ex- 
tent as  if  such  allegations  were  set  forth  herein  in 
full. 
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2. 

That  the  United  States  of  America  is  entitled  by 
reason  of  the  above  alleged  assessments  to  affirma- 
tive judgment  against  C.  B.  Spencer,  plaintiff  herein, 
in  the  amount  of  $12,382.35. 

Wherefore,  having  fully  answered,  defendant  J. 
W.  Maloney  prays  judgment  dismissing  the  plain- 
tiff's complaint  and  for  costf>  in  the  alternative,  de- 
fendant, J.  W.  Maloney  prays  a  set-off  against  any 
judgment  which  might  be  rendered  in  plaintiff's 
favor  in  the  sum  of  $12,382.35  with  interests. 

Defendant,  the  United  States  of  America,  prays 
an  affirmative  judgment  against  C  B.  Spencer  in 
the  sum  of  $12,382.35  with  interests. 
HENEY  L.  HESS, 

United  States  Attorney. 

THOMAS  R.  WINTER, 
JAMES  P.  GARLAND, 

Special  Assistants  to  the 
Attorney  General. 

[Endorsed]  :     Filed  December  17,  1946.  [47] 


[Title  of  District  Court  and  Cause.] 

REPLY  TO  COUNTER-CLAIM  OF 
THE  INTERPLEADER 

For  a  First  Reply  to  said  counter-claim  plaintiff 
denies  and  alleges : 

1.    Replying  to  paragraph  1  of  said  counter-claim 
plaintiff  denies  each  and  every  allegation  in- 
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corporated  by  reference  in  said  paragraph,  ex- 
cept that  the  alleged  deficiency  assessment  of 
$12,382.35  has  not  been  paid  and  was  based 
upon  some  purported  determination  of  the 
Commissioner  of  Internal  Revenue;  and  par- 
ticularly denies  that  there  was  duly  assessed  a 
net  deficiency  6f  income  tax  and  penalties  in 
the  sum  of  $12,382.35,  or  any  other  sum,  and 
that  said  sum,  or  any  other  amount,  is  now 
due  and  owing  by  him  on  account  of  said  alleged 
assessment;  and  alleges  he  has  no  knowledge 
or  information  sufficient  to  form  a  belief  as  to 
the  truth  of  the  averment  that  Alice  Barry 
Spencer  received  not  less  than  $22,485.05  dur- 
ing the  times  referred  to  in  said  counter-claim, 
and  therefore  denies  that  she  received  said 
amount  or  any  other  sum  during  said  times; 
and  further  particularly  denies  that  any  sums 
of  money,  or  parts  thereof,  received  by  said 
Alice  Barry  Spencer  represented  taxable  in- 
come of  the  plaintiff. 

2.  Denies  all  of  the  allegation  of  said  paragraph  2 
of  said  counter-claim,  and  particularly  denies 
that  interpleader  is  entitled  to  receive  from 
the  plaintiff  the  sum  of  $12,382.35  or  any  other 
amount  by  reason  of  the  matters  alleged  in  said 
counter-claim.  [48] 

For  a  Second  Reply  to  said  counter-claim  plaintiff 
alleges  : 

No  sum  of  monej^j  or  any  part  thereof,  received  by 
Alice  Barry  Spencer  represented  income  upon  which 
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the  plaintiff  is  liable  to  the  United  States  of  Amer- 
ica for  income  taxes.  The  alleged  determination  of 
the  Commissioner  of  Internal  Revenue,  alleged  bv 
reference  in  the  counter-claim,  is  based  npon  the 
erroneous  theory  that  sums  of  money  received  by 
Alice  Barry  Spencer  represented  taxable  income  of 
C.  B.  Spencer.  Consequently,  the  said  alleged  de- 
termination of  the  Commissioner  of  Internal  Rev- 
enue is  in  all  respects  erroneous  and  illegal,  and  the 
alleged  assessment  of  the  deficiency  in  income  taxes 
and  penalties  against  the  plaintiff  based  on  said  de- 
termination, also  alleged  by  reference  in  said 
counterclaim,  is  in  all  respects  erroneous  and  illegal. 
Wherefore,  Plaintiff  demands  that  the  United 
States  take  nothing  by  its  said  counter-claim,  that 
the  same  be  dismissed  and  that  the  plaintiff  have  and 
recover  its  costs  and  disbursements  herein  incurred. 

JACOB,  JONES  &  BRONN, 
/s/  RANDALL  S.  JONES, 

Attorneys  for  Plaintiff. 

State  of  Oregon, 

County  of  Multnomah — ss. 

Due  service  of  the  within  Reply  is  hereby  accepted 
in  Multnomah  County,  Oregon,  this  28th  day  of  Feb- 
ruary, 1947,  by  receiving  a  copy  thereof,  duly  certi- 
fied to  as  such  by  Randall  S.  Jones,  one  of  the  Attor- 
neys for  the  Plaintiff. 

/s/  HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

[Endorsed] :     Filed  February  28,  1947.  [49] 
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[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND  CONCLUSIONS 

OF  LAW 

The  above-entitled  action  came  on  regularly  for 
trial  on  the  17th  day  of  December,  1946,  before  the 
Honorable  Claude  McColloch,  Judge  of  the  above- 
entitled  Court,  plaintiff  appearing  in  person  and 
by  his  attorneys,  Robert  T.  Jacob  and  Randall  S- 
Jones,  and  defendant  appearing  by  his  attorneys, 
Thomas  R.  Winter,  Special  Assistant  to  the  United 
States  Attorney,  and  James  P.  Garland,  Special 
Assistant  to  the  United  States  Attorney  General; 
trial  was  had  without  the  intervention  of  a  jury, 
the  jury  being  waived  in  the  manner  provided  by 
Rule  38  (d)  of  the  Rules  of  Civil  Procedure,  stipu- 
lations by  and  between  the  parties  hereto  with 
respect  to  certain  facts  were  dictated  into  the  record 
of  this  action,  witnesses  were  sworn  and  testified 
and  exhibits  were  introduced  in  evidence,  there- 
after the  case  was  continued  to  February  25,  1947, 
at  which  time  depositions  and  further  exhibits  were 
introduced  in  evidence  by  the  defendant,  and  based 
upon  the  admissions  in  the  pleadings,  said  stipula- 
tions, testimony  and  evidence,  after  due  considera- 
tion, the  Court  makes  the  following : 

Findings  of  Fact 

I. 

At  and  during  all  times  hereinafter  mentioned 
C.  B.  Spencer,  plaintiff,  was  and  now  is  a  resident  of 
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the  State  of  Oregon.  During  the  taxable  year  ended 
February  28,  1943,  and  prior  thereto  plaintiff  was 
engaged  in  the  business  of  operating  a  cannery  in 
the  State  of  Oregon,  and  another  cannery  in  the 
State  of  Washington.  During  the  taxable  years 
ended  February  29,  1944,  and  February  28,  1945, 
plaintiff  was  engaged  in  the  business  of  acquiring, 
owning,  expanding,  equipping  and  leasing  food 
processing  plants  and  providing,  through  guarantee 
and  otherwise,  adequate  financing  of  the  operations 
of  such  plants;  and  the  said  business  during  said 
times  was  regularly  carried  on  ])y  the  plaintiff  for 
profit.  [50] 

II. 

At  and  during  all  the  times  hereinafter  mentioned 
defendant  was,  and  now  is,  the  duly  appointed, 
qualified  and  acting  United  States  Collector  of 
Internal  Revenue  for  the  District  of  Oregon. 

III. 

Jurisdiction  of  the  within  cause  rests  upon  the 
provisions  of  Judicial  Code  of  the  United  States, 
Sec.  24  as  amended  (28  USCA  subdivision  5,  Sec. 
41),  Sections  322  and  3772  of  the  United  States 
Internal  Revenue  Code,  as  amended,  and  the  provi- 
sions of  Sections  23  and  122  of  the  Internal  Reve- 
nue Code,  as  amended. 

IV. 

At  and  during  all  the  times  hereinafter  mentioned 
plaintiff  kept  his  books  of  account  and  made  his 
income  tax  returns  on  the  accrual  and  fiscal  vear 
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basis,  and  his  fiscal  year  began  on  the  first  day  of 
March  of  each  calendar  year  and  ended  on  the  last 
day  of  the  following  February. 

V. 

On  or  about  June  15,  1944,  plaintiff  filed  with  the 
defendant  an  amended  individual  income  tax  return 
(form  1040)  for  the  taxable  year  ended  February 
28,  1943,  evidencing  a  total  income  tax  liability  of 
plainti:^  in  the  sum  of  $141,722.80  for  said  year. 
On  or  about  June  15,  1944,  plaintiff  filed  with  the 
defendant  an  individual  income  and  victory  tax 
return  (form  1040)  for  the  taxable  year  ended 
February  29,  1944,  evidencing  a  combined  income 
and  victory  tax  liability  of  the  plaintiff  in  the  sum 
of  $152,619.84  for  the  taxable  period  beginning 
March  1,  1942,  and  ended  February  29,  1944.  Plain- 
tiff paid  to  the  defendant  $76,297.91  or  on  about 
October  8,  1943,  $1,394.59  on  or  about  October  8, 
1943,  $76,297.91  on  or  about  February  19,  1944,  and 
$214.53  on  or  about  March  22,  1945.  Said  payments 
fully  paid  all  the  tax  liability  of  plaintiff  evidenced 
by  said  tax  returns. 

VI. 

On  or  about  the  21st  day  of  April,  1945,  plaintiff 
filed  with  the  defendant  individual  income  tax  re- 
turn (form  1040)  for  the  taxable  year  ended  Feb- 
ruary 28.  1945,  evidencing  no  tax  liability  against 
the  plaintiff  for  said  taxable  year,  but  on  the  con- 
trary evidencing  a  net  loss  for  said  taxable  year  in 
the  sum  of  $127,052.35,  incurred  in  plaintiff's  said 
business.  [51] 
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VII. 

The  United  States  Commissioner  of  Internal 
Revenue  caused  all  of  the  above-mentioned  tax 
returns  to  be  examined,  and  a  revenue  agent's 
report  dated  February  13,  1946,  was  made  of  said 
examination,  in  which  said  report,  among  others,  the 
following  adjustments  were  made  in  plaintiff's  tax- 
able income,  to-wit: 

(a)  The  amount  deductible  for  depreciation  in 
the  fiscal  year  ended  February  28,  1945,  is 
reduced  by  the  sum  of  $4,211.48,  to-wit :  from 
$35,829.37  to  $31,617.89. 

(b)  The  amount  deductible  for  depreciation  in 
the  taxable  year  ended  February  29,  1944, 
is  increased  by  the  amount  of  $4,211.48,  to- 
wit:  from  $19,971.16  to  $24,182.64.  This 
adjustment  and  the  one  in  sub-paragraph  a. 
above  are  on  account  of  the  shortened  amor- 
tization period  authorized  by  a  duly  issued 
certificate  of  non-necessity. 

(c)  The  refund  to  plaintiff  of  $687.62  previously 
paid  by  him  on  Oregon  income  tax  is  added 
to  the  plaintiff's  income  tax  taxable  income 
for  the  year  ended  February  29,  1944,  (with 
respect  to  victory  tax  taxable  income,  see 
Finding  IX  and  Con.  VII). 

(d)  The  additional  sums  of  $224.32,  $1,558.24, 
$1,126.11  and  $269.90  totaling  $3,278.57  are 
added  to  taxable  income  for  the  fiscal  year 
ended  February  28,  1943,  the  first  said 
amount  being  a  sura  that  should  be  trans- 
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f erred  from  surplus  to  income;  the  second 
said  amount  being  an  adjustment  of  a  deduc- 
tion for  Washington  Sales  Tax,  and  the  two 
last-mentioned  amounts  being  capital  items 
that  had  been  erroneously  charged  to  expense, 
(e)  The  sum  of  $186.22  is  added  to  the  amount 
allowed  as  depreciation  for  the  taxable  year 
ended  February  28,  1943. 

Each  and  all  of  the  foregoing  adjustments  are 
proper  and  correct  and  were  accepted  as  such  by 
the  parties  hereto.  The  facts  bearing  upon  all  other 
adjustments  made  in  said  report  insofar  as  material 
to  the  issues  of  this  case  are  herein  elsewhere  set 
forth. 

VIII. 

During  the  taxable  year  ended  February  28,  1945, 
Spencer  Dehydrator,  Inc.,  an  Oregon  corporation, 
owed  the  plaintiff  the  sum  of  $61,115.48,  on  account 
of  accounts  payable  of  said  corporation  which  plain- 
tiff had  previously  guaranteed  and  did  pay,  and  on 
account  of  notes  payable  of  said  corporation  upon 
which  plaintiff  was  surety  and  which  plaintiff  did 
pay  (except  for  the  sum  of  $3.68  which  was  cred- 
ited to  plaintiff's  income  on  February  28,  1946,  and 
was  disregarded  at  the  trial  and  beyond  this  men- 
tion is  also  disregarded  in  these  findings).  And, 
during  said  taxable  year  Spencer  Packing  Company 
of  Yakima,  a  Washington  corporation,  owed  the 
plaintiff  the  sum  of  $33,966.02  on  account  of  unpaid 
rent,  sums  advanced  by  plaintiff  to  said  corporation 
to  pay  promissory  notes  of  said  corporation  upon 
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which  plaintiff  was  surety  and  which  sums  were 
used  by  it  to  pay  said  notes,  lu,<^  boxes  rented  to 
said  i;or])oration  by  plaintiff  and  not  returned  by 
it  to  him  because  they  [52]  had  become  broken,  and 
money  be!  on  gin  c:  to  him  and  collected  by  said  corpo- 
ration but  not  11  aid  over  to  him  by  it.  The  said 
sums  owed  to  plaintiff  by  corporations  were  unpaid 
balances  on  open  accounts  receivable  of  plaintiff, 
and  no  open  accounts  payable  of  said  corporations, 
and  Vv'ore  and  are  debts  which  arose  in  the  course 
of  plaintiif's  said  business  and  were  not  contribu- 
tions to  the  capital  of  the  said  corporations  or  to 
the  capital  of  either  of  them.  Each  of  the  said 
corporations  was  completely  liquidated  within  said 
taxable  year  and  since  February  15,  1945,  neither 
of  them  has  ens^aged  in  any  business,  and  neither 
of  them  has  had  any  income  or  assets.  That  prior 
to  the  liquidation  of  said  corporations  they  were 
engaged  in  the  business  of  food  processing.  Each  of 
the  said  debts,  and  the  whole  thereof,  become  worth- 
less in  the  said  taxable  year,  and  the  loss  sustained 
by  plaintiff  from  the  worthlessness  of  the  said  debts 
was  incurred  by  him  in  his  said  business  and  was 
and  is  attributable  to  the  operation  of  said  business 
regularly  carried  on  by  the  plaintiff. 

IX. 

In  plaintiff's  said  return  for  the  taxable  year 
ended  February  28,  1945,  a  deduction  was  taken 
for  bad  debts  in  the  amoimt  of  $107,567.51.  This 
deduction  was  for  the  two  debts  mentioned  in  para- 
graph VIIT   above.     At  the  time  the  return  was 
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made  the  plaintiff's  books  showed  the  amount  owed 
him  by  the  Dehydrator  Corporation  was  in  the  sum 
of  $73,601.49,  which  with  the  said  sum  of  $33,966.02 
owed  to  him  by  Spencer  Packing  Company  of 
Yakima  make  up  the  said  amount  of  $107,567.51. 
The  said  sum  of  $73,601.49  represented  the  balance 
due  plaintiff  after  applying  all  available  credits 
against  his  account  with  the  Spencer  Dehydrators, 
Inc.,  except  there  w^as  erroneously  included  in  said 
balance  the  sum  of  $223.21  which  was  due  and 
owing  by  plaintiff  during  said  taxable  year  on 
account  of  taxes  on  real  and  personal  property. 
Said  taxes,  however,  were  against  the  Dehydrator 
plant  which  plaintiff  was  renting  to  said  Corpora- 
tion in  the  course  of  his  said  business.  One  of  the 
said  credits  to  Spencer  Dehydrator,  Inc.,  was  for 
an  account  of  Spencer  Dehydrators,  Inc.,  against 
the  Commodity  Credit  Corporation,  which  plaintiff 
had  taken  over.  Subsequent  to  the  filing  of  said 
return  and  the  refund  claim  hereinafter  mentioned, 
an  audit  of  the  last  mentioned  account  was  made 
by  representatives  of  said  Commodity  Credit  Cor- 
poration, and  it  was  determined  by  said  audit  that 
the  Commodity  Credit  Corporation  owed  $12,262.82 
on  said  account  in  addition  to  the  amount  showed 
on  the  books  of  Spencer  Dehydrators,  Inc.,  on  Feb- 
ruary 15,  1945,  which  was  the  day  said  account 
was  taken  over  as  a  credit  by  the  plaintiff.  The  [53] 
said  sum  was  entirely  earned  by  said  Spencer 
Dehydrator,  Inc.,  and  it  was  entitled  to  receive  said 
amount  from  the  Commodity  Credit  Corporatic^n 
prior  to  February  15,  1945,  and  is  applied  as  a  fur- 


74  /.  W.  Moloney  vs. 

ther  credit  and  with  said  taxes  reduces  plaintiff's 
said  bad  debt  a.i^ainst  Spencer  Dehydrator,  Inc., 
from  $73,601.49  to  the  sum  of  $61,115.46  as  speci- 
fied in  said  paragraph  VIII,  and  reduces  his  total 
bad  debts  for  said  taxable  year  from  said  sum  of 
$107,567.51  to  the  amount  of  $95,081.48. 

X. 

An  adjustment  was  made  in  said  revenue  agent's 
report  whereby  plaintiff's  net  income  for  the  tax- 
able year  ended  February  28,  1943,  was  reduced  by 
$25,000.00  with  the  following  explanation : 

''To   allow    refund    of    excess    profits    made 
under  Sec.  3806  of  Internal  Revenue  Code." 

It  appears  of  record  that  there  is  now^  pending 
on  appeal  before  the  Tax  Court  of  the  United  States 
the  renegotiation  question  of  whether  or  not  plain- 
tiff's net  income  for  said  taxable  year  includes 
excessive  profits  in  said  amount. 

XI. 

The  said  refund  of  $687.62  received  by  plaintiff 
from  the  State  of  Oresfoii  was  not  taken  as  a  deduc- 
tion in  computing  plaintiff's  victory  tax  net  income 
for  the  taxable  year  ended  February  29,  1944. 

XII. 
The  labels  owned  by  the  plaintiff  and  on  hand  at 
the  end  of  the  taxable  year  ended  February  28,  1943, 
were  then  valueless,  and  the  cost  thereof  in  the  sums 
shown  in  said  revenue  agent's  report  were  charged 
to  expense  by  the  plaintiff. 
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XIII. 

Plaintiff's  gross  income  from  his  said  business 
for  the  taxable  year  ended  February  28,  1945,  was 
in  the  sum  of  $33,562.28.  Plaintiff  took  business 
deductions  for  said  taxable  year  in  the  sum  of 
$17,217.75  about  which  there  is  no  dispute  by  and 
between  the  parties  hereto.  This  amount,  together 
with  said  bad  debts  in  said  sum  of  $95,081.48  and 
taxes  in  said  sum  of  $223.21  and  depreciation  in 
said  sum  of  $31,617.89  give  plaintiff  business  deduc- 
tions for  said  taxable  year  in  the  sum  of  $144,- 
140.33.  Plaintiff's  net  loss  for  said  taxable  year 
attributable  to  the  operations  of  his  said  business 
was  and  is  in  the  sum  of  $110,578.05  (i.e.  $33,562.28- 
$144,140.33  =  ($110,578.05)).  [54] 

XIV. 

During  said  taxable  year  ended  February  28, 
1945,  plaintiff  sold  property  which  had  been  held 
by  him  for  more  than  6  months  and  realized  a  gain 
on  accomit  of  such  sales  in  the  total  sum  of  $17,- 
141.39.  There  are  no  other  gains,  losses  or  deduc- 
tions to  be  taken  into  account  in  computing  plain- 
tiff's "net  operating  loss"  for  said  taxable  year 
in  accordance  with  the  provisions  of  Sec.  122  of 
the  Internal  Revenue  Code.  Plaintiff  sustained  a 
*'net  operating  loss"  for  said  taxable  year,  and  a 
"net  operating  loss  carry-back"  for  the  taxable 
years  ended  February  28,  1943,  and  February  29, 
1944,  within  the  meaning  of  said  code  section  in 
the  sum  of  $93,436.66,  and  the  same  was  incurred 
in  and  is  and  was  attributable  to  the  operation  of 
his  said  business  regularly  carried  on  by  him. 
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XV. 

Plaintiff  inadvertently  overstated  his  gross 
income  for  the  taxable  year  ended  February  28, 
1943,  by  the  sum  of  $510.15,  and  Ins  gross  in- 
come for  said  year  from  the  business  in  which  he 
w^as  then  engaged  was  in  the  sum  of  $2,275,474.85 
and  not  $2,275,985.00  as  set  forth  in  said  return  for 
said  year.  Plaintiff  took  business  deductions  for 
said  taxable  year  to  the  extent  of  $2,080,356.36  about 
which  there  is  no  dispute  by  and  between  the  parties 
hereto,  and  which  sum  is  less  the  said  $3,278.57 
mentioned  in  paragraph  VII  (d)  that  is  added  back 
to  income.  Said  sum  of  $2,080,356.36  together  with 
said  "net  operating  loss  carry-back"  of  $93,436.66 
and  said  depreciation  in  the  amount  of  $186.22 
(paragraph  VII  (e))  give  business  deductions  for 
said  taxable  year  in  the  total  amount  of  $2,173,- 
979.24.  Plaintiff's  net  income  for  said  taxable  year 
from  said  business  was  in  the  sum  of  $101,495.61. 
He  had  other  income  for  said  year  in  the  amoimt 
of  $506.24,  and  other  deductions  totaling  $1,684.12 
about  which  there  is  no  dispute.  Plainti:ff 's  personal 
exemptions  and  credits  for  dependents  for  said  tax- 
able .year  were  in  the  sum  of  $1,900.00,  and  his 
earned  income  credit  for  said  year  was  in  the  sum 
of  $1,400.00.  His  surtax  net  income  for  said  taxable 
year  was  in  the  simi  of  $98,417.73  and  his  normal 
ta^t  net  income  for  said  year  was  in  the  sum  of  $97,- 
017.73.  The  total  amount  of  plaintiff's  income  tax 
liability  for  said  taxable  year  computed  according 
to  the  provisions  of  the  revenue  act  then  in  force 
and  without  regard  to  the  provisions  of  the  Current 


G.  B.  Spencer  77 

Tax  Payment  Act  of  1943  was  and  is  in  the  sum  of 
$63,742.71,  and  not  in  tlie  sum  of  $141,722.80  as 
shown  on  his  said  return  for  said  year.  [55] 

XVI. 

Plaintiff's  income  tax  net  income  for  the  taxable 
year  ended  February  29,  1944,  was  in  the  sum  of 
$68,748.98  and  not  $72,272.84  as  shown  on  said 
return.  Said  amount  of  $68,748.98  takes  into  account 
the  adjustments  mentioned  in  paras^raphs  VII  (b) 
and  (c).  Plaintiff's  victory  tax  net  income  for  said 
taxable  year  was  in  the  sum  of  $69,239.96  and  not 
$73,451.44  as  shown  on  said  return.  Said  amount 
of  $69,239.96  also  takes  into  account  the  said 
increased  depreciation  set  forth  in  paragraph '  VII 
(b).  The  total  amount  of  plaintiff's  com!>il1ed 
income  and  victory  tax  liability  for  said  taxable 
year  computed  according  to  the  terms  of  the  revenue 
act  then  in  force  but  without  taking  into  account 
the  forgiveness  features  of  the  Current  ^Fax  Pay- 
ment Act  of  1943  was  and  is  in  the  sum  of  $40,872.39, 
and  not  in  the  sum  of  $43,588.18  as  shown  on  said 
return  for  said  taxable  year. 

XVII. 

That  plaintiff's  total  income  and  victory  tax  lia- 
bility for  the  taxable  period  commencing  March  1, 
1942,  and  ended  February  29,  1944,  computed  in 
accordance  with  the  forgiveness  provisions  of  the 
Current  Tax  Payment  Act  of  1943  was  and  is  in 
the  sum  of  $73,960,81  and  not  in  the  sum  of  $152,- 
619.84  as  shown  on  said  return  for  the  taxable 
year  ended  February  29,  1944. 
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XVIII. 

That  prior  to  having  sustained  said  "net  oper- 
ating loss  carry-back"  and  by  April  21,  1945,  plain- 
tiff paid  to  the  defendant  the  total  amount  of  $152,- 
619.84  on  account  of  his  combined  income  and  vic- 
tory tax  liability  for  the  taxable  period  ended  Feb- 
ruary 29,  1944,  all  as  more  particularly  set  forth 
in  paragraph  V  hereof.  He  overpaid  his  said  income 
and  victor}^  tax  liability  for  said  taxable  period  in 
the  sum  of  $78,659.03,  and  defendant  has  not 
refunded  the  same  or  any  part  thereof  to  plaintiff. 

XIX. 

On  or  about  April  21,  1945,  plaintiff  duly  filed 
with  the  defendant  a  claim  for  the  refund  to  him 
of  the  sum  of  $93,565.04,  which  claim  was  based  on 
the  ground  presented  in  the  complaint  herein, 
namely,  that  he  is  entitled  to  said  "net  operating 
loss  carry-back,"  and  that  his  income  and  victory 
taxes  for  the  taxable  ]^eriod  ended  February  29, 
1944,  recomputed  so  as  to  include  said  "net  oper- 
ating loss  carry-back"  results  in  an  overpayment 
of  his  income  and  victory  taxes  for  said  period. 
More  than  six  months  elapsed  from  the  filing  of 
said  claim  to  the  date  of  the  filing  of  this  action, 
and  no  notice  of  allowance  or  disallowance  has  been 
received  from  the  Commissioner.  [56] 

XX. 

Plaintiff  made  no  statements  or  representations 
in   any   of   the    above-mentioned   returns   with    an 
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intent  to  evade  federal  taxes.  Plaintiff  did  not 
direct  that  any  money  be  paid  to  Alice  Barry  with 
an  intent  to  evade  federal  income  taxes,  said  Alice 
Barry  being  misnamed  in  the  answer  as  Alice  Barry 
Spencer.  No  money  received  by  said  Alice  Barry 
during  any  of  the  times  herein  mentioned  repre- 
sented taxable  income  of  the  plaintiff.  The  defi- 
ciency assessed  against  the  plaintiff  by  the  United 
States  Commissioner  of  Internal  Revenue  on  or 
about  December  10,  1946,  in  the  sum  of  $12,382.35 
was  based  on  an  erroneous  determination  by  the 
said  Commissioner  that  certain  sums  of  money 
received  by  Alice  Barry  represented  taxable  income 
of  the  plaintiff. 

Based  on  the  foregoing  Findings  of  Fact,  the 
Court  makes  the  following: 

Conclusions  of  Law 

I. 

This  Court  has  jurisdiction  of  this  action  and  of 
the  parties  hereto. 

II. 

During  the  taxable  years  ended  February  28,  1943, 
February  29,  1944,  and  February  28,  1945,  plaintiff 
was  engaged  in  a  business  regularly  carried  on  by 
him  within  the  meaning  of  Section  23,  (k),  (4)  and 
Section  122,  (d)  (5)  of  the  Internal  Revenue  Code 
of  the  United  States  of  America. 
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III. 

The  said  sums  of  $61,115.46  and  $33,966.02  owed 
to  plaintiff  by  said  Spencer  Dehydrator,  Inc.,  and 
Spencer  Packing  Company  of  Yakima,  respectively, 
were  debts  which  became  worthless  within  the  tax- 
able year  ended  February  28,  1945,  and  plaintiff 
incurred  a  loss  in  his  said  business  during  said  tax- 
able year  in  the  total  sum  of  $95,081.48  from  the 
worthlessness  of  said  debts,  all  within  the  meaning 
of  Section  23,  (k)  of  the  Internal  Revenue  Code. 

IV. 

Plaintiff  is  entitled  to  a  business  deduction  for 
the  taxable  year  ended  February  28,  1945,  in  the 
sum  of  $223.31  on  account  of  taxes  then  due  and 
owing  from  him  on  real  and  personal  property 
used  by  him  in  his  said  business. 

V. 

Plaintiff  has  and  is  entitled  to  a  '^net  operating 
loss  carry-back,"  within  the  meaning  of  Section 
122  of  the  Internal  Revenue  Code,  for  the  taxable 
period  beginning  March  1,  1942,  and  ended  Feb- 
ruary 29,  1944,  in  the  sum  of  $93,436.66.  [57] 

VI. 

Pursuant  to  the  provisions  of  Section  403  (e), 
(1)  of  the  Sixth  National  Defense  Appropriation 
Act  of  1942,  as  amended  by  Section  701  of  the 
Revenue  Act  of  1943  the  Tax  Court  of  the  United 
States  has  exclusive  jurisdiction  to  finally  determine 
the  amount,  if  any,  of  excessive  profits  received  by 
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plaintiff  during  the  taxable  year  ended  February 
28,  1943.  In  the  absence  of  such  final  determina- 
tion, this  District  Court  of  the  United  States  may 
decide  the  case  at  bar  and  give  judgment  herein 
without  taking  into  further  consideration  the  said 
purported  adjustment  on  account  of  alleged  exces- 
sive profits. 

VII. 

The  said  refund  of  $687.62  received  by  plaintiff 
from  the  State  of  Oregon  should  not  be  included 
in  his  victory  tax  net  income  for  the  taxable  year 
ended  February  29,  1944. 

VIII. 

The  cost  of  the  labels  owned  by  plaintiff  at  the 
end  of  the  taxable  year  ended  February  28,  1943, 
were  properly  charged  to  expense  by  the  plaintiff 
and  should  not  be  added  back  to  income. 

IX. 

Defendant  Avrongfully  withholds  from  the  plain- 
tiff the  sum  of  $78,659.03,  and  plaintiff  is  entitled 
to  recover  of  and  from  the  defendant  the  sum  of 
$78,659.03,  together  with  interest  thereon  at  the 
rate  of  6%  per  annum  from  April  21,  1945,  as  pro- 
vided by  law,  and  his  costs  and  disbursements  herein 
incurred. 

X. 

Plaintiff  does  not  owe  the  United  States  of  Amer- 
ica the  said  sum  of  $12,382.35  or  any  other  amount 
of  income  or  victory  taxes  for  any  of  the  taxable 
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years  involved  in  this  case.  The  said  deficiency 
assessed  against  plaintiff  in  the  sum  of  $12,382.35 
was  and  is  wrongful  and  invalid.  Defendant  is  not 
entitled  to  offset  any  sum  whatsoever  against  the 
said  amount  of  $78,659.03  and  interest  thereon  due 
and  owing  to  the  plaintiff,  and  the  United  States 
of  America,  interpleader  herein,  is  not  entitled  to 
recover  anything  from  the  plaintiff  on  account  of 
its  counter-claim  herein. 

Dated  this  19th  day  of  June,  1947. 

CLAUDE  McCOLLOCH, 
Judge. 

Service  accepted  this  19th  day  of  June,  1947. 
/s/  HENRY  L.  HESS, 
United   States   District  Attorney   for  the  District 
of  Oregon. 

True  copy  of  the  foregoing  Findings  of  Fact 
and  Conclusions  of  Law  were  this  day  duly  mailed 
to  Mr.  Thomas  R.  Winter,  Smith  Tower  Bldg., 
Seattle,  Washington,  with  postage  thereon  fully 
prepaid. 

/s/  RANDALL  S.  JONES. 

[Endorsed]:  Filed  June  19,  1947.  Lowell  Mim- 
dorff,  Clerk.  [58] 
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In  the  District  Court  of  the  United  States 
for  the  District  of  Oregon 

Civil  Action  No.  2949 

C.  B.  SPENCER, 

Plaintiff, 

vs. 

J.  W.  MALONEY,  United  States  Collector  of  Inter- 
nal Revenue  for  the  District  of  Oregon, 

Defendant, 

UNITED  STATES  OF  AMERICA, 

Interpleader. 

JUDGMENT 

The  above-entitled  action  came  on  regularly  for 
trial  on  the  17th  day  of  December,  1946,  before  the 
Honorable  Claude  McColloch,  Judge  of  the  above- 
entitled  Court,  plaintiff  appearing  in  person  and 
by  his  attorneys,  Robert  T.  Jacob  and  Randall  S. 
Jones,  and  defendant  appearing  by  his  attorneys, 
Thomas  R.  Winter,  Special  Assistant  to  the  United 
States  Attorney,  and  James  P.  Garland.  Special 
Assistant  to  the  United  States  Attorney  General; 
trial  was  had  without  intervention  of  a  jury,  the 
jury  being  waived  in  the  manner  provided  by  Rule 
38  (d)  of  the  Rules  of  Civil  Procedure,  stipulations 
by  and  between  the  parties  hereto  with  respect  to 
certain  facts  were  dictated  into  the  record  of  this 
action,  witnesses  were  sworn  and  testified  and  exhib- 
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its  were  introduced  in  evidence,  thereafter  the  case 
was  continued  to  February  25,  1947,  at  which  time 
depositions  and  further  exhibits  were  introduced  in 
evidence  by  the  defendant,  and  based  upon  the 
admissions  in  the  pleadings,  said  stipulations,  tes- 
timony and  evidence,  after  due  consideration,  on 
the  19th  day  of  June,  1947,  the  Court  made  special 
Findings  of  Fact  and  Conclusions  of  Law,  which 
are  now  on  file  herein,  [59] 

Now,  Therefore,  on  motion  of  the  Plaintiff  for 
judgment  and  based  upon  said  Findings  of  Fact  and 
Conclusions  of  Law: 

It  Is  Hereby  Ordered  and  Adjudged  that  the 
Plaintiff  have  and  recover  of  and  from  the  Defend- 
ant herein  the  sum  of  $78,659.03  with  interest 
thereon  at  the  rate  of  6%  per  annum  from  the  21st 
day  of  April,  1945,  as  provided  by  law,  together 
with  Plaintiff's  costs  and  disbursements  herein 
incurred  and  herein  taxed  in  the  amount  of  $ 

Dated  this  24th  day  of  June,  1947. 

/s/  CLAUDE  McCOLLOCH, 
Judge. 

Entered  in  docket  June  24,  1947. 

[Endorsed] :     Filed  Jmie  24,  1947.  [60] 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 

To :  C.  B.  Spencer,  Plaintiff  named  above,  and  Rob- 
ert T.  Jacob  and  Randall  S.  Jones,  Attorneys 
for  Plaintiff. 

You  and  each  of  you  will  please  take  notice 
that  the  Defendant  J.  W.  Maloney,  and  Inter- 
pleader, United  States  of  America,  appeal  to  the 
Circuit  Court  of  Appeals  for  the  Ninth  Circuit, 
from  the  Judgment  entered  in  this  action  on  June 
24,  1947. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

THOMAS  R.  WINTER, 

Special  Assistant  to  the 
United  States  Attorney. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney.  [61] 

[Affidavit  of  service  by  mail  attached.] 

[Endorsed]:     Filed   Sept.   19,   1947.   [62] 
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In  the  District  Court  of  the  United  States 
for  the  District  of  Oregon 

Civil  No.  2949 

C.  B.  SPENCER, 

Plaintife, 
vs. 

J.  W.  MALONEY,  United  States  Collector  of  Inter- 
nal Revenue  for  the  District  of  Oregon, 

Defendant. 

ORDER 

This  Matter  coming  on  to  be  heard  ex  parte  this 
day  upon  motion  of  defendant,  through  his  attorney, 
Henry  L.  Hess,  United  States  Attorney  for  the 
District  of  Oregon,  and  Victor  E.  Harr,  Assistant 
United  States  Attorney,  for  an  order  extending  time 
for  the  filing  of  the  record  on  appeal  and  docketing 
the  within  action  in  the  Circuit  Court  of  Appeals, 
to  enable  the  Department  of  Justice  to  have  addi- 
tional time  to  consider  said  appeal,  and  the  Court 
being  fully  advised  in  the  premises, 

It  Is  Ordered  that  the  time  for  filing  the  within 
appeal  and  docketing  the  action  be,  and  it  is  hereby 
extended  to  ninety  days  from  the  first  date  of  the 
Notice  of  Appeal. 

Made  and  entered  at  Portland,  Oregon,  this  17th 
day  of  October,  1947. 

/s/  CLAUDE  McCOLLOCH, 
Judge, 

[Endorsed]:     Filed  Oct.  17,  1947.  [63] 
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[Title  of  District  Court  and  Cause.] 

STATEMENT  OF  POINTS  ON  WHICH  DE- 
FENDANT INTENDS  TO  RELY  ON 
APPEAL. 

The  defendant,  having  taken  an  appeal  to  the 
United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit  from  the  judgment  rendered  by  the 
District  Court  for  the  District  of  Oregon,  hereby 
designates  the  following  points  to  be  relied  on  in 
the  prosecution  of  said  appeal : 

I. 

That  the  District  Court  erred  in  finding,  con- 
cluding and  holding  that  plaintiff  was  entitled  to 
a  net  operating  loss  carryback,  under  Section  122 
of  the  Internal  Revenue  Code. 

II. 

That  the  District  Court  erred  in  finding  and  con- 
cluding that  plaintiff  was,  during  the  taxable  year, 
engaged  in  the  trade  or  business  regularly  carried 
on  by  him,  of  financing,  acquiring,  o\\aiing,  expand- 
ing, equipping  and  leasing  food  processing  plants. 

III. 

That  the  District  Court  erred  in  finding  and  con- 
cluding that  the  sums  advanced  by  plaintiff  to  or  on 
behalf  of  the  corporations  here  involved,  the  Spen- 
cer Deh3^drators,  Inc.,  and  the  Spencer  Packing 
Company  of  Yakima,  constituted  bad  debts  and  did 
not  constitute  capital  investments  by  plaintiff  in 
the  aforementioned  corporations. 
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IV. 

That  the  District  Court  erred  in  concluding  that 
during-  the  taxable  years  ending  February  28,  1943, 
February  29,  1944,  February  28,  1945,  plaintiff  was 
engaged  in  a  business  regularly  carried  on  by  him 
within  the  meaning  of  Section  23  (k)  (4)  and  Sec- 
tion 122  (d)  (5)  of  the  Internal  Revenue  Code.  [64] 

V. 

That  the  District  Court  erred  in  concluding  that 
the  sums  of  $61,115.46  and  $33,966.02  were  owed  to 
plaintiff  by  the  Spencer  Dehydrators,  Inc.,  and  the 
Spencer  Packing  Company  of  Yakima,  and  that 
such  amounts  were  debts  which  became  worthless 
within  the  taxable  year  ending  February  28,  1945, 
and  concluding  that  plaintiff  incurred  a  loss  in  a 
business  regularly  carried  on  by  him  during  said 
period  in  the  total  sum  of  $95,081.48,  from  worth- 
less debts  within  the  meaning  of  Section  23  (k)  of 
the  Internal  Revenue  Code. 

VI. 

That  the  District  Court  erred  in  concluding  that 
plaintiff  was  entitled  to  a  net  operating  loss  carry- 
back within  the  meaning  of  Section  122  of  the 
Internal  Revenue  Code  for  the  taxable  period  be- 
ginning March  1,  1942,  and  ending  February  29, 
1944,  in  the  sum  of  $93,436.66. 

VII. 

That  the  District  Court  erred  in  granting  judg- 
ment in  favor  of  plaintiff  and  against  the  United 
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States  to  the  extent  that  the  judgment  was  based 
on  the  allowance  of  the  aforementioned  net  operat- 
ing loss  carry-back  under  Section  122  of  the  Inter- 
nal Revenue  Code. 

Dated  this  17th  day  of  December,  1947. 
/s/  HENRY  L.  HESS, 

United  States  Attorney. 

/s/  FLOYD  D.  HAMILTON, 

Assistant  United  States 
Attorney, 

Attorneys  for  Defendant. 
[Affidavit  of  service  by  mail  attached.] 
[Endorsed]:     Filed  Dec.  17,  1947. 


[Title  of  District  Court  and  Cause.] 

DESIGNATION  OF  CONTENTS 
OF  RECORD  ON  iVPPEAL 

To  the  Clerk  of  the  Above-entitled  Court: 

Defendant,  J.  W.  Maloney,  United  States  Col- 
lector of  Internal  Revenue  for  the  District  of 
Oregon,  hereby  designates  that  portion  of  the 
record  in  this  ease  to  be  contamed  in  the  record 
on  appeal,  which  is  described  as  follows: 

1.  All  pleadings. 

2.  Transcript  of  proceedings  of  the  trial. 

3.  Leases  between  plaintiff  and  Spencer  Dehy- 
drators.  Inc.,  and  betvv'een  plaintiff  and 
Spencer  Packing  Company  of  Yakima. 
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4.  Findings  of  Fact  and  Conclusions  of  Law. 

5.  Judgment. 

6.  Notice  on  Appeal. 

7.  Order  Extending  Time  to  Docket  Eecord  on 
Appeal. 

8.  Statement  of  Points  on  which  Defendant  in- 
tends to  Rely  on  Appeal. 

9.  This  Designation. 

Dated  this  17th  day  of  December,  1947. 
/s/  HENRY   L.   HESS, 

United  States  Attorney. 

/s/  FLOYD  D.  HAMILTON, 

Assistant  United  States 
Attorney. 

[Affidavit  of  service  by  mail  attached.] 

[Endorsed]:     Filed  December  17,  1947.  [67] 
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SUPPLEMENTAL  DESIGNATION  OF 
CONTENTS  OF  RECORD  ON  APPEAL 

To  the  Clerk  of  the  Above  Entitled  Court: 

Defendant,  J.  W.  Maloney,  United  States  Col- 
lector of  Internal  Revenue  for  the  District  of  Ore- 
gon, in  addition  to  that  portion  of  the  record  in  this 
case  by  him  designated  on  December  17,  1947,  to 
be  contained  in  the  record  on  appeal,  further  des- 
ignates the  Order  of  the  Circuit  Court  of  Appeals 
for  the  Nintli  (Urcuit,  dated  Deeembei-  18,  1947,  ex- 
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tending  the  time  for  filing  the  record  on  appeal 
in  the  within  action  for  thirty  days  from  and  after 
December  18,  1947,  to  be  contained  in  the  record 
on  appeal. 

Dated  this  2nd  day  of  January,  1948. 
HENRY  L.  HESS, 

United  States  Attorney. 

FLOYD  D.  HAMILTON, 

Assistant  United  States 
Attorney. 

[Affidavit  of  service  by  mail  attached.]  [68] 

[Endorsed] :  Filed  Jan.  2,  1948. 


United  States  Circuit  Court  of  Appeals 
For  the  Ninth  Circuit 

No.  Civ.  2949 

J.  W.  MALONEY, 

Appellant, 
vs. 
C.  B.  SPENCER, 

Appellee. 
ORDER 

This  matter  coming  on  to  be  heard  this  date  upon 
motion  of  Henry  L.  Hess,  United  States  Attorney 
for  the  District  of  Oregon,  and  Floyd  D.  Hamilton, 
Assistant  United  States  Attorney,  for  an  Order 
extending  time  for  filing  of  the  record  and  docket- 
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ing  the  appeal  in  the  within  action  for  the  reason 
that  appellant  has  filed  in  the  District  Court  a 
Designation  of  Contents  of  Record  on  Appeal  and 
a  Statement  of  Points  upon  which  Defendant  In- 
tends to  Rely  on  Appeal  but  the  District  Court 
will  not  be  able  to  j^repare  and  docket  the  record 
on  appeal  in  the  Circuit  Court  of  Appeals  within 
the  time  set  therefor,  and  the  Court  having  con- 
sidered said  motion  and  supporting  affidavit  and 
being  advised  in  the  premises, 

It  Is  Ordered  that  the  time  for  filing  the  record 
on  appeal  in  the  withiii  action  be,  and  it  is  hereby, 
extended  thirty  (30)  days  from  and  after  December 
18,  1947. 

Made  and  entered  at  San  Francisco,  California, 
this  18th  day  of  December,  1947. 

FRANCIS  A.  GARRECHT, 
Judge. 
A  true  copy. 

Attest:  Dec.  18,  1947. 

[Seal]        /s/  PAUL  P.  O'BRIEN, 
Clerk. 

[Endorsed] :  Filed  December  18,  1947.  Paul  P. 
O'Brien,  Clerk. 

[Endorsed] :  Filed  Dec.  23,  1947.  Lowell  Mun- 
dorff.  Clerk;  by  F.  L.  Buck,  Chief  Deputy. 
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In  the  District  Court  of  the  United  States 
For  the  District  of  Oregon 

Civil  2949 

C.  B.  SPENCER, 

Plaintiff, 

vs. 

J.  W.  MALONEY,  Collector  of  Internal  Revenue 
for  the  District  of  Oregon, 

Defendant. 

United  States  of  America, 

Interpleader. 

DOCKET  ENTRIES 
1945 
Oct.  27 — Filed  Complaint. 
Oct.  29— r-Issued   summons — to  marshal. 
Oct.  30 — Filed  summons  with  marshal's  return. 
Nov.    9 — Filed  affidavit  of  service. 
Dec.  29 — Filed  petition  of  Deft,  for  Extension,  of 
Time. 

1946  ■:      M 

Jan.  5 — Filed  affidavit  in  opposition  to  petition 
for  extension  of  time. 

Jan.  14 — Record  of  hearing  on  motion  for  exten- 
sion of  time  and  order  entered  setting  for 
pre-trial  for  Jan.  28,  1946.  Fee. 

Jan.  28 — Filed  answer. 

Feb.  5 — Filed  motion  for  preliminary  hearing  as 
to  jurisdictional  defense. 
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1946 

Feb.  11 — Entered  order  to  set  motion  for  prelimi- 
nary hearing  for  Feb.  25.  Fee. 

Feb.  25 — Record  of  pre-trial  continued  to  Mar.  4. 
Notice  mailed. 

Mar.    4 — Filed  and  entered  pre-trial  order.  Fee. 

Mar.  4 — Entered  order  to  submit  cause  on  briefs 
and  allowing  to  March  11,  1946  for  briefs. 
Fee. 

Mar.  18 — Filed  plaintiff's  brief. 

Mar.  18 — Filed  defendant's  memorandum  of  juris- 
diction. 

July  8 — Record  of  opinion.  Attorneys  notified. 
Fee. 

Sept.  23 — Entered  order  setting  pre-trial  confer- 
ence for  Oct.  28,  1946.  McC. 

Sept, 23 — Filed  notice  of  appearance  of  Randall  S. 
Jones  as  associate  counsel  of  record  for 
plaintiff. 

Oct.  18^ — Filed  notice  to  Produce. 

Oct.  28 — Filed  motion  to  continue  pre-trial  con- 
ference. 

Oct.  28 — Record  of  hearing  on  motion  of  deft,  for 
continuance  of  pre-trial  hearing;  record 
of  pre-trial  hearing;  order  amending 
complaint  by  interlineation  and  order  al- 
lowing filing  of  amended  answer;  and 
order  setting  for  trial  on  Dec.  17,  1946. 
McC. 

Nov.  6 — Filed  motion  of  plaintiff  for  order  to 
withdraw  exhibits. 
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1946 

Nov.  6 — Filed  and  entered  order  to  withdraw  ex- 
hibits. McC. 

Dec.  13 — Entered  order  admitting  James  P.  Gar- 
land for  purposes  of  this  case  and  order 
denying  motion  of  deft,  for  continuance 
of  trial  date.  McC. 

Dec.  17 — Filed  motion  for  order  permitting  XJ.  S.  to 
interplead. 

Dec.  17 — Filed  and  entered  order  permitting  U.  S. 
to  interplead.  McC. 

Dec.  17 — Filed  amended  answer  for  deft.  Maloney 
and  answer  of  United  States.  [71] 

Dec.  17 — Lodged  pre-trial  order.  (Exhibits  in  Box 
— Record  Room.) 

Dec.  17 — Record  of  trial  before  court  and  order 
continuing  to  further  order  (Depositions 
to  complete).  McC. 

Dec.  21 — Entered  order  setting  Jan.  27,  1947,  for 
conclusion  of  trial.    Notified  McC. 

1947 
Jan.     6 — Entered  order  resetting  for  Feb.  25,  1947, 

for  conclusion  of  trial.   Notified  McC. 
Jan.  11 — Filed  Transcript  of  Proceedings  Dec.  17, 

1946. 
Jan.  22 — Filed   Depositions   of   Harold   G.   Bauer 

and  Alice  G.  Barry. 
Feb.  25 — Entered   record   of   further   trial   before 

court;  briefs:  plaintiff  by  March  31,  deft. 

by  April  1,  1947.  McC. 
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1947 

Feb.  28— Filed  reply  to  counterclaim  of  the  inter- 
pleader. 

Mar.  3 — Filed  Transcript  of  Proceedings  Feb.  25, 
1947. 

May  15 — Entered  order  allowing  four  weeks'  addi- 
tional time  for  deft,  to  file  brief.  McC. 

May  20— Filed  Brief  for  Deft,  and  U.  S. 

May  22 — Entered  order  for  plaintiff  to  prepare  and 
submit  Findings  of  Fact  and  Conclusions 
of  Law  and  Judgment.  Notices.  McC. 

June  19 — Filed  and  entered  Findings  of  Fact  and 
Conclusions  of  Law.  Notices.  McC. 

June  24 — Filed  and  entered  Judgment  for  plaintiff. 
Notices.   McC. 

June  24 — Filed  statement  of  costs  and  disburse- 
ments claimed  by  plaintiff. 

Sept.   3 — Filed  judgment  I'oll. 

Sept.  19 — Filed  notice  of  appeal — notices  mailed  by 
U.  S.  Attorneys. 

Oct.  17 — Filed  and  enteied  order  extending  time 
for  90  days  from  notice  of  appeal  to  file 
appeal. 

Dec.  17 — Filed  designation  of  contents  of  record 
on  appeal. 

Dec.  17^Filed  statement  of  points. 

Dec.  23 — Filed  copy  of  order  of  t'  C  of  A  extend- 
ing time  to  January  17,  1948,  to  appeal. 

1948 
Jan.     2 — Filed   supplemental   designation   of    con- 
tents of  record  on  appeal. 
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United  States  of  America, 
District  of  Oregon — ss. 

CLERK'S   CERTIFICATE 

I,  Lowell  Mimdorff,  Clerk  of  the  District  Court 
of  the  United  States  for  the  District  of  Oregon,  do 
hereby  certify  that  the  foregoing  pages  numbered 
from  1  to  73,  inclusive,  constitute  the  transcript  of 
record  on  appeal  from  a  judgment  of  said  court  in 
a  cause  therein  numbered  Civil  2949,  in  which  C.  B. 
Spencer  is  plaintiff  and  appellee,  and  J.  W.  Ma- 
loney.  United  States  Collector  of  Internal  Re veiiufe' 
for  the  District  of  Oregon,  is  defendant  and  appel- 
lant; that  the  said  transcript  has  been  i)repared  by 
me  in  accordance  with  the  designation  and  supple- 
mental designation  of  contents  of  the  record  on 
appeal  tiled  by  the  appellant,  and  in  accordance  with 
the  rules  of  this  court;  that  I  have  compared  the 
foregoing  transcript  with  the  original  record  thereof 
and  that  it  is  a  full,  true  and  correct  transcript  of 
the  record  and  proceedings  had  in  said  '  court  in 
said  cause,  in  accordance  with  the  said  designa- 
tions, as  the  same  appear  of  record  and  on  file  in 
my  office  and  in  my  custody.  i ;.' 

I  further  certify  that  I  have  enclosed  under 
separate  cover  a  duplicate  transcript  of  the  testi- 
mony and  proceedings  dated  December  17,  1946, 
and  a  duplicate  transcript  of  the  proceedings  dated 
February  25,  1947,  pages  126-146  inclusive,  taken 
and  filed  in  this  office  in  this  cause. 

In  testimony  whereof   I  have  hereunto   set  my 
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hand  and  affixed  the  seal  of  said  court  in  Portland, 
in  said  District,  this  15tli  day  of  January,  1948. 
[Seal]  LOWELL  MUNDORFF, 

Clerk. 
By  F.  L.  BUCK, 

Chief  Deputy. 


In  the  District  Court  of  the  United  States 
for  the  District  of  Oregon 

Civil  No.  2949 

C.  B.  SPENCER, 

Plaintiff, 
vs. 
J.    W.    MALONEY,    United    States    Collector    of 
Internal  Revenue  for  the  District  of  Oregon, 

Defendant. 

Portland,  Oregon,  December  17,  1946 
10  A.M. 

Before:  Honorable  Claude  McColloch, 

Judge. 
Appearances : 

Mr.  Robert  T.  Jacob  and  Mr.  Randall  S.  Jones, 
Attorneys  for  Plaintiff. 

Mr.  Tliomas  R.  Winter,  Special  Assistant  to  the 
United  States  Attorney,  and  Mr.  James  P.  Garland, 
Special  Assistant  to  the  Attorney-General,  Attor- 
neys for  Defendant. 

PROCEEDINGS 
Mr.  Garland:     If  your  Honor  please,  we  find  it 
necessary  to  file  a  motion  for  the  United  States  to 
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intervene  in  this  case.  There  is  an  additional  assess- 
ment which  was  made.  We  had  notice  of  it  by  tele- 
gram this  morning,  or  Saturday,  rather,  so,  in  order 
to  put  the  pleadings  in  a  condition  where  we  can 
ask  for  an  affirmative  judgment  in  this  case,  we  must 
ask  that  the  United  States  be  made  a  party  for  that 
purpose.  The  statute  requires  that  a  suit  to  recover 
taxes  must  be  brought  in  the  name  of  the  United 
States,  so  we  would  like  to  file  that  motion  now.  If 
the  motion  is  granted,  we  have  an  amended  answer 
by  the  Collector — on  behalf  of  the  Collector — an  an- 
swer on  behalf  of  the  United  States. 

The  Court :    We  have  got  to  have  your  names  on 
these  pleadings,  too. 

Mr.  Garland :     Thank  you,  your  Honor. 
The  Court :     You  will  put  it  on  there  ? 
Mr.  Garland :     Yes. 

Mr.  Jones :     We  have  no  objection  to  the  filing  of 
the  motion. 

The  Court :     It  may  be  filed. 

Mr.  Winter :  The  motion  being  granted,  now,  we 
ask  leave  to  file  the  amended  answer. 
The  Court :  That  may  be  done.  [2*] 
Mr.  Jones:  If  the  Court  please,  we  have  no  ob- 
jection to  filing  the  amended  answer  but,  not  having 
any  advice  as  to  exactly  what  it  is,  we  would  like  a 
few  minutes  at  least  to  look  it  over. 

If  the  Court  please,  there  is  a  counterclaim  in  this 
case.  It  would  require  a  reply  and  we  should  like 
to  reply  by  way  of  general  denial  to  the  counter- 
claim of  the  defendant  United  States  of  America. 


*  Page  numbering  appearing  at  top  of  page  of  Reporter's  certified 
Transcript  of  Record. 
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The  Court :     It  may  be  filed. 

Mr.  Garland:  May  it  please  the  Court,  I  would 
like  to  make  a  statement  in  regard  to  this  affirmative 
defense.  I  think  this  would  be  the  appropriate  time 
to  do  it,  and  it  may  make  things  easier  for  all  of  us. 

The  taxes  assessed  now  are  based  upon  the  ground 
that  Spencer  diverted  certain  income  over  which  he 
had  control  to  the  support  of  Alice  Berry  of  Yakima. 
It  will  require  some  evidence  to  show  a  motive  on 
his  part  or  a  desire  to  render  that  support,  so  we 
will  ask  now  for  an  admission  which  may  relieve  us 
of  the  necessity  of  going  into  that  question.  We  will 
ask  counsel  to  admit,  in  lieu  of  evidence  on  that 
point,  that  Mr.  C.  B.  Spencer  contrived  to  support 
Alice  Berry  and  her  child  and  had  at  least  a  moral 
obligation  to  support  them. 

Mr.  Jones :  We  are  not  going  to  make  any  admis- 
sion at  all  along  any  lines  of  this  counterclaim.  [3] 

Mr.  Garland:  I  thought  it  appropriate  to  ask  at 
least  for  an  admission. 

Mr.  Jones:  I  would  like  to  add,  if  the  Court 
please,  that  I  do  not  believe  the  rules  require  me  to 
file  an  affirmative  pleading  in  the  nature  of  a  reply 
to  their  further  affirmative  defense  at  the  top  of 
page  3. 

Mr.  Garland :     If  the  rules  do,  we  will  waive. 

Mr.  Jones :  I  was  going  to  say,  if  they  do,  I  want 
to  file  one.  I  believe  there  is  an  implied  denial  there. 

When  we  were  having  the  pre-trial  conference,  we 
closed  with  my  dictating  a  request  into  the  record  to 
produce  certain  books  that  we  did  not  have  at  the 
time,  and  I  have  since  had  them  numbered,  together 
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with  three  statements  or  four  statements  which 
analyzed  them,  and  I  should  like  at  this  time  to  have 
them  considered  a  part  of  the  pre-trial  exhibits  of 
the  plaintiff.  They  are  numbered  consecutively  from 
Plaintiff's  Pre-Trial  Exhibit  65  to  and  including 
Plaintiff's  Pre-Trial  Exhibit  73.  They  are  state- 
ments of  our  income  and  expenses,  profit  and  loss 
statements,  for  the  three  years  as  taken  from  the 
books  which  make  up  the  first  five  of  the  exhibits,  and 
the  last  one.  No.  73,  is  a  take-off  from  the  books  of 
our  depreciation  schedule. 

Mr.  Garland:  I  understand  that  these  are  for 
identification  only  ? 

Mr.  Jones:  For  identification.  There  is  no  pre- 
trial [4]  order  in  this  case,  your  Honor.  The  reason 
for  that  is  we  were  not  quite  sure  what  would  develop 
along  the  lines  that  have  just  developed.  Before  that, 
I  had  a  draft  of  a  pre-trial  order  which  contained 
certain  admissions  that  the  plaintiff  is  willing,  and 
continues  to  be  willing,  to  make  in  this  case.  I  am 
very  glad  to  hand  counsel  a  copy  of  it  and  to  hand 
in  the  original  draft  to  the  Court.  It  has  not  been 
agreed  upon,  but  insofar  as  it  contains  admissions 
on  our  part  we  are  quite  willing  to  abide  b}^  them. 

The  Court :     Give  Mr.  Garland  a  copy. 

Mr.  Garland :    We  have  it  right  here. 

Mr.  Jones:  This  is  a  case  brought  by  Mr.  Spen- 
cer, as  an  individual 

Mr.  Winter:  As  part  of  the  pre-trial,  I  want  to 
identify  two  exhibits  on  our  part.  I  advised  the 
Court  that  as  soon  as  we  received  exhibits  we  would 
put  them  in  the  pre-trial,  your  Honor. 
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We  would  like  to  have  identified  as  Defendant's 
Pre-Trial  Exhibit,  first,  a  certified  copy  of  the  assess- 
ment list,  signed  by  the  Commissioner,  and,  second, 
a  certified  copy  of  the  telegram  with  the  certificate 
of  the  Collector  showing  when  it  was  received.  At 
the  proper  time,  we  wish  to  substitute  photostatic 
copies  of  the  returns  which  have  been  identified  in 
the  pre-trial  record.  We  have  copies  of  the  original 
returns,  [5] 

(Dwnunents  referred  to  thereujDon  marked 
Defendant's  Pre-Trial  Exhibits  74  and  75,  re- 
spectively.) 

Mr.  Jones :  In  this  case,  your  Honor,  Mr.  Spencer 
is  bringing  an  action  based  on  a  net  operating  loss 
or  carryback,  due  to  a  net  operating  loss  which  he 
sustained  in  the  year  ending  1945.  His  fiscal  year 
begins  as  of  March  1st  and  ends  February  28th  and, 
while  he  makes  his  tax  return  for  this  particular 
year  on  the  1944  tax  return  form,  we  ordinarily  refer 
to  it  as  his  tax  for  the  year  ended  February  28,  1945. 

During  that  year,  he  experienced  a  net  operating 
loss  which,  with  the  adjustment  which  this  pre-trial 
order  takes  into  account,  amounts  to  a  total  in  the 
sum  of  $93,436.66. 

The  Revenue  Agent  made  an  audit  and  made  a 
report  which  has  been  identified  herein  as  Pre-Trial 
Exhibit  No.  63.  In  that,  he  made  certain  adjust- 
ments, all  of  which  but  one  we  admit  are  correct.  One 
of  those  is  the  matter  of  inventory.  I  understand  you 
are  conceding  the  inventoiy. 
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If  our  evidence  shows  we  are  correct  on  the  inven- 
tory item,  then,  the  carry-back  will  be  $93,000  under 
our  version  of  the  facts  in  this  case. 

The  crucial  point,  as  I  see  it,  will  turn  on  whether 
or  not  we  are  entitled  to  a  net  operating  loss  carry- 
back in  the  sum  of  some  $93,000,  as  w^e  contend, 
or  whether  we  are  entitled  to  it  in  the  sum  of  some 
$15,000,  as  the  Agent's  report  indicates. 

Now,  then,  the  difference  between  the  amount  of 
$15,000  and  $93,000  largely  concerns  what  we  claim 
are  two  bad  debts  and  what  the  Agent  claims  are  con- 
tributions to  capital  stock  in  addition  to  the  original 
investment. 

Mr.  Spencer,  at  the  time  involved,  which  started 
with  the  fiscal  year  1942,  or  ending  in  February,  1943, 
to  the  fiscal  year  ending  in  1945  in  February,  for  the 
last  two  of  those  years  he  was  engaged  in  the  business 
of  owning,  acquiring,  leasing  and  financing  of  can- 
neries and  packing  plants.  During  that  time  he  owned 
and  leased  three  plants,  one  of  which  we  will  refer 
to  as  the  Lebanon  plant,  which  was  one  he  built  in 
1936  and  operated  as  an  individual  up  until  March 
1, 1943.  The  other,  he  acquired  along  the  first  part  of 
the  period,  the  dehydrator,  which  was  an  old  prune 
drier  converted  into  a  dehydrator  at  Lebanon.  There 
was  a  third  plant  at  Yakima,  Washington.  He  leased 
the  original  unit  of  that  plant  and  then  purchased 
adjoining  land  and  built  it  up. 

All  of  those  plants,  owned  by  him  as  an  individual, 
were  leased  by  him  and  his  wife — the  old  Lebanon 
plant,  the  one  built  in  1936,  to  a  corporation  which 
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was  organized  and  which  went  into  business  as  of 
March  1,  1943,  called  the  [7]  Spencer  Packing  Com- 
pany of  Lebanon.  The  converted  prune  drier,  con- 
verted into  a  dehydrator  plant,  was  leased  by  Mr. 
Spencer  and  Mrs.  Spencer  to  a  corporation  called 
the  Spencer  Dehydi'ators,  Inc.  The  original  leased 
unit  and  the  afterwards  acquired  and  owned  unit  of 
the  Yakima  plant  were  leased  by  Mr.  and  Mrs.  Spen- 
cer to  a  corporation  called  the  Spencer  Packing  Com- 
pany of  Yakima. 

The  reason  why  there  are  so  many  books  and 
records  here  is  that  they  represent  the  accounts  of 
the  three  corporations  and  of  Mr.  Spencer.  His  in- 
come resulted  in  rents  that  he  received  from  these 
three  corporations.  He  drew  no  salary  from  any  one 
of  them.  He  was  an  officer  and  director  of  all  of 
them. 

In  the  leases  which  we  have  identified  as  pre-trial 
exhibits,  there  is  a  clause  called  the  financing  clause 
that  required  him  to  guarantee  and  to  pledge  his 
property,  the  property  covered  by  the  leases,  in  order 
to  secure  operating  capital,  and,  in  turn  for  that,  he 
received  the  rentals.  His  books  take  into  account  the 
rentals,  and  also  there  were  certain  accounts  between 
him  and  the  corporations  that  resulted,  at  the  time  of 
the  liquidation  of  the  Yakima  Corpoi'ation,  in  a  bal- 
ance due  him  of  approximately  $78,000. 

When  the  corporations  were  liquidated,  he  took 
over  the  assets,  paid  one  other  bill  of  $30.22,  and 
applied  [8]  the  balance  of  the  assets,  some  $40,000, 
towards  the  $78,000,  scaling  that  bill  down  to  $33,000. 
That  $33,000  is  one  of  the  bad  debts.    That  is  the 
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$33,000  tliey  claim  is  a  contribution  to  capital.  We 
claim  it  was  nothing  other  than  what  we  intended  to 
show  and  what  the  books  indicate  it  to  be  and  what 
the  evidence  will  show  that  it  was — a  debt  owed  by 
this  corporation  to  him — and,  consequently,  is  a  legi- 
timate debt.  The  evidence  will  show  that  on  and 
after  the  15th  day  of  February,  1945,  that  corpora- 
tion was  wholly  without  assets  and  has  never  had  any 
business  dealings  of  any  kind,  and,  therefore,  there 
is  no  intention  that  it  will  ever  operate. 

With  respect  to  the  other  corporation  in  which  a 
debt  arose,  there  is  the  Spencer  Dehydrators,  Inc.  A 
good  deal  of  the  financing  for  all  of  the  companies 
and  particularly  the  Spencer  Dehydrators,  Inc.,  was 
•conducted  through  and  with  the  American  Business 
Credit  Corporation  of  Portland.  Due  to  the  obliga- 
tion contained  in  the  financing  clause  which  I  men- 
tioned, Mr.  Spencer  was  required  to  personally  sign 
all  of  the  notes.  We  will  show  that  the  corporations 
borrowed  many  hundreds  of  thousands  of  dollars 
and  that  there  were  between  150  and  200  promissory 
notes,  which  we  have  here,  on  which  he  was  required 
to  sign  as  surety  or  as  joint  maker. 

It  was  the  understanding  between  himself  and  [9] 
every  corporation  that  he  signed  for  that  he  was 
secondarily  liable.  The  funds,  we  mil  show,  came 
to  the  corporations  and  were  used  by  the  corporations 
for  corporate  purposes  and  that  as,  between  the  two, 
he  was  to  be  only  secondarily  liable,  although  as  to 
the  American  Business  Credit  Corporation  he  stood 
in  the  shoes  of  a  joint  maker.  The  Dehydrators,  Inc., 
proved  unsuccessful  in  its  operation.     During  the 
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first  year  it  lost  $60,000  and  during  the  second  year, 
it  lost  an  additional  $13,000,  making  a  total  loss  of 
some  $73,000  during  the  entire  course  of  its  life. 

It  only  ran  for  two  years,  and  he  was  obligated 
to  the  American  Business  Credit  Corporation,  when 
tliat  liquidation  took  place,  in  the  sum  of  about  $46,- 
000  and,  at  the  same  time,  the  Lebanon  Corporation, 
which  was  the  old  i)acking  company,  and  which  I  am 
going  to  refer  to  now  only  as  the  Lebanon  Corpora- 
tion, had  been  made  certain  advancements  by  him, 
and  he  paid  certain  bills  for  Dehydrators,  Inc.,  on 
an  express  guaranty  that  Mr.  Spencer  should  guar- 
antee all  of  the  account  which  Dehydrators  owed  to 
Lebanon. 

Then,  there  was  an  overdraft  of  some  $9,000  that 
Dehydrators,  Inc.,  owed  to  a  bank  in  Lebanon,  which 
was  also  guaranteed  by  Mr.  Spencer. 

Then,  there  were  some  miscellaneous  accounts  pay- 
able by  Dehydrators,  Inc.,  which  Mr.  Spencer,  as 
an  individual,  had  guaranteed,  and  those  accounts 
totaled  [10]  something  over,  I  think  $100,000 — I  have 
forgotten  the  exact  figures  but,  anyway,  the  assets 
of  the  corporation,  when  it  went  out  of  business, 
were  enough  to  bring  this  account  down  to  some 
$70,000.  I  believe  the  assets  were  in  the  neighborhood 
of  $44,000.  I  have  them  right  here,  but  I  am  just 
trying  to  outline  the  facts  generally  now.  He  paid 
those  accounts  as  guarantor,  applied  the  assets  and 
he  is  claiming  the  difference  as  a  bad  debt  owed  to 
him  on  account  of  his  contract  of  guaranty.  The  two 
amounts  together  add  up  to  about  $109,000. 
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Since  the  fiscal  year  ended  February  28,  1945,  the 
Commodity  Credit  Corporation  and  the  War  Foods 
Administrator,  made  an  offer  on  the  contract  that 
Dehydrators,  Inc.,  had  performed  in  its  last  year 
of  operation  or  during  its  course  of  operation,  I  will 
say,  and  the  income  from  that  contract  accrued  was 
practically  accruable  in  its  last  year,  February,  1945. 
The  accrued  amount  on  the  books  show  nothing  and 
an  auditor  from  Washington,  D.  C,  came  out  and 
found  that  Dehydrators,  Inc.,  was  entitled  to  some 
$12,000  more  than  the  audit  showed  it  was  entitled 
to.  We  concede  in  this  case,  and  the  pre-trial  order 
admits  it,  that  from  the  total  which  we  claim  from 
Dehydrators,  Incorporated,  an  additional  $12,000 
should  be  scaled  off,  and  we  insist  that  our  net  oper- 
ating loss,  carry-back,  is  $93,000,  and  we  seek  to 
carry  that  back  to  1943.  In  1943,  the  taxes  for  that 
year  were  forgiven.  Any  amounts  paid  that 
year  will  of  course  apply  on  the  1942  taxes,  and,  so, 
we  seek  to  bring  this  net  operating  loss  carry-back 
through  1942  to  1943  or  for  that  fiscal  year  ending 
February  28, 1944,  and  have  that  as  a  deduction  prop- 
erly taken  in  the  computation  for  tax  for  that  year, 
which  should  result  in  a  refund,  if  our  theory  is  cor- 
rect in  the  case,  to  Mr.  Spencer  in  the  sum  of — again, 
I  want  to  verify  the  figure — $74,251.31.  That,  again, 
is  considerably  less  than  the  amount  put  in  the  claim 
which  was  some  $90,000,  due  to  this  adjustment  we 
are  speaking  of. 

That,  in  brief,  is  the  substance  of  our  claim. 

Mr.  Garland :  If  I  can  be  of  any  help  to  the  Court 
here,  it  seems  to  me  it  would  be  along  the  lines  of 
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testifying.  In  the  first  place,  most  of  plaintiff's  evi- 
dence is  immaterial.  There  are  no  serious  factual 
questions  here  involved. 

The  taxpayer  has  the  burden  of  showing  two  things 
in  order  to  get  this  carry-back.  First,  he  has  got  to 
show  that  he  was,  in  fact,  in  the  banking  business, 
the  iinan<?ial  business.  Then,  he  has  to  show  that  the 
so-called  advance  to  these  corporations  as  a  guaranty, 
or  banking  arrangements  that  he  had  with  them, 
resulted  ultimately  in  bad  debts  in  capital  invest- 
ment, because  the  Commisioner  has  determined  that 
they  were  capital  investments,  and  has  allowed  cap- 
ital [12]  deductions  on  that  basis. 

Counsel  neglected  to  tell  your  Honor,  I  think,  that 
Mr.  Spencer  organized  these  companies,  the  two  here 
involved,  I  believe,  the  Dehydrators,  Inc.,  and  the 
Yakima  Corporation.    He  was  the  sole  stockholder. 
There  might  have  been  one  qualifying  share  in  the 
name  of  his  son-in-law  but,  in  any  event,  he  was  the 
sole  stockholder  and  president  of  the  company,  chair- 
man of  the  board  of  directors,  and,  so,  they  were 
his  corporations.    He  formed  them  in  1943.    They 
were  newly  formed.    Then,  he  turned  over  to  them 
certain  leases  and  contracts  which  did  not  cost  him 
anything — he    got    these    growers'    contracts.     He 
turned  these  over  to  these  corporations.    They  were 
going  to  can  fruit  and  vegetables.  They  had  no  money 
to  operate  on,  so  he  went  to  this  American  Business 
Credit  Corporation,  ABC,  for  abbreviation,  and  he 
arranged  with  them   for  financing,  and  of  course 
they  were  not  going  to  finance  these  companies  that 
did  not  have  any  assets  unless  Spencer  guaranteed 
the  liability. 


G.  B.  Spencer  109 

Now,  he  says  that  he  was  secondarily  liable.  Here 
he  owns  all  the  stock.  An  understanding  between 
himself  and  the  corporation  is  anything  he  cares 
to  make  it.  Now,  he  had  his  stock,  and  everything 
he  put  into  the  corporations  was  to  protect  his  inter- 
est in  them  and  get  them  going,  get  them  operat- 
ing, to  make  money  for  himself,  and  for  them  to 
take  the  position  that  those  were  loans  to  the  cor- 
porations, that  they  could  not  get  any  loans  unless 
he  personally  guaranteed  them  is,  we  believe,  some- 
thing that  cannot  be  supported. 

So,  as  I  say,  he  has  got  two  hurdles.  First,  he 
has  got  to  show  he  is  in  the  financing  or  banking 
business.  The  second  is  that  these  were  loans  to 
the  corporations  in  order  to  get  the  bad  debt  adjust- 
ment, and  that  they  were  not  capital  investments. 

These  matters  of  evidence  make  it  look  like  it 
is  conflicting,  but  it  is  not.  If  your  Honor  holds 
and  finds  that  he  was  in  the  banking  business  and 
that  he  made  actual  loans  to  these  corporations, 
wholly  owned  and  formed  for  the  purpose  of  taking 
the  loans  without  security  or  assets,  then,  they  are 
entitled  to  a  considerable  refund.  The  facts  here 
as  to  the  amount  of  income  and  the  amount  of  obli- 
gations paid  are  not  in  dispute  at  all,  or,  in  any 
event,  in  a  very  minor  wa3%  so  the  evidence  here 
should  be  confined,  it  seems  to  me,  to  the  things 
that  are  in  dispute,  so  as  not  to  unne<3essarily  en- 
cumber the  record. 

Mr.  Jones :  I  think  that  is  a  good  way  to  get  off. 
I  will  ask  for  the  admission  of  our  income  and  ex- 
pense or  profit  and  loss  sheets,  evidenced  by  Ex- 
hibits 70,  71  and  72. 
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Mr.  Garland:  I  have  not  had  a  chance  to  look 
them  [14]  over  or  examine  them  or  to  have  our 
auditor  look  them  over  or  work  on  them.  These 
are  reports  made  by  them.  Do  these  vary  from  the 
Revenue  Agent's  report? 

Mr.  Jones :     If  the  Court  please,  may  I  bring  the 
accountant    and    attorney   who    did    the    work    on 
these  up  to  the  table,  to  have  him  sit  by  me  during 
the  trial  ? 
The  Court:    Yes. 

Mr.  Garland:  Do  you  have  any  disagreement 
with  the  finding  of  the  Commissioner  on  the  ques- 
tion of  the  obligation?  Let  us  not  call  them  "bad 
debts,"  and  I  won't  ask  you  to  call  them  "capital 
investments."  Do  you  find  any  variance  between 
your  work  sheets  and  the  Revenue  Agent's  report? 

Mr.  Jones :  Let  me  explain  that.  These  are  brief 
take-offs  from  the  books  of  account. 

Mr.  Garland:  I  would  rather  have  you  answer 
my  question. 

Mr.  Jones:  I  want  to  explain  this.  These  are 
balance  sheets  made  up  from  the  accounts  in  the 
books.  They  are  nothing  but  a  summary  of  the 
books,  summary  taken  from  the  books,  a  profit  and 
loss  statement  made  up  from  the  books  of  account. 

Mr.  Brown:  The  figures  are  the  same  except 
the  $510.15. 

Mr.  Garland:     Except  $510.15? 

Mr.  Brown:    Yes.  [15] 

Mr.  Garland:  We  are  $510  apart  on  this  item 
of  obligations. 
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Mr.  Brown:  That  is  on  the  net  income  for  that 
year. 

Mr.  Garland:  That  is  not  very  far.  We  will 
concede  that,  for  the  purpose  of  expediting  the 
trial.  The  Revenue  Agent's  report  then  is  satis- 
factory to  you? 

Mr.  Brown:  On  the  label  adjustment,  we  will 
agree. 

Mr.  Garland:  The  label  issue  is  simply  this:  I 
discovered  that  they  had  used  the  label  that  they 
started  off  with  here.  They  said  that  they  had 
bought  them  for  a  certain  price  and  then  wrote 
them  off  as  deductible.  Of  course,  then,  I  found 
they  had  used  them. 

Mr.  Jones:  I  do  not  want  to  make  an  issue  of 
it  at  this  time.  Then,  Pre-Trial  Exhibit  63  may  go 
in  as  showing  our  income  for  the  two  years? 

Mr.  Garland :     That  is  right. 

(Document  headed  "Treasury  Department, 
Internal  Revenue  Service,"  dated  Seattle, 
Washington,  March  7,  1946,  addressed  to  C.  B. 
Spencer,  signed  Internal  Revenue  Agent  in 
charge,  enclosing  report  of  examination  of  in- 
come tax  returns,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No.  63.) 

Mr.   Jones:     How  about  deductions?   [16] 

Mr.   Garlaud:     Will   you  take   the   same   course 

with  deductions? 

Mr.  Jones:     Yes,  except,  of  course,  if  they  allow 

us  $15,273.36  as  net  operating  loss  carry-back,  we 

are  not  conceding  that  that  is  correct,  because  v;e 

are  claiming  it  is  some  'f92,000. 
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Mr.  Garland:  Of  course,  that  is  shown.  I  am 
not  asking  you  to  concede  that. 

Mr.  Jones:  Then,  for  the  year  1943,  the  $25,000 
that  you  want  to  return  to  us  as  excessive  profits 
that  we  paid  less  about  90  per  cent  of  the  tax  on 
that  amount, — that  matter  is  at  issue  now  in  the 
Tax  Court. 

Mr.  Garland:  You  want  us  to  take  those  taxes, 
this  taxi 

Mr.  Jones:  We  want  to  report  that  $25,000  as 
income  and  i^ay  taxes  on  it. 

Mr.  Garland :  We  are  not  trying  a  renegotiation 
case  here.  Anything  that  is  done,  of  course,  will  not 
be  binding  on  the  Court  in  any  case. 

Mr.  Jones:  That  goes  in  as  income  for  us  in 
this  case. 

Mr.  Garland:  No.  Here  is  a  ease  where  they 
are  trying  to  give  us  income. 

No  judgment  can  be  finally  determined  in  this 
case  on  that. 

Mr.  Jones:  That  $25,000  of  income  brought  the 
tax  up  [17]  into  the  90  per  cent  bracket,  or  about  95. 

Mr.  Garland:  Any  judgment  in  this  case  may 
be  reopened  to  coincide  with  the  final  determination 
of  the  Board  on  the  renegotiation  proposition.  That 
is  the  only  proper  way.  We  do  not  want  to  be  in  a 
position  where  the  Government  is  inconsistent, 
collecting  a  tax  on  income  while  the  Board  is  deter- 
mining the  renegotiation  claim. 

Mr.  Jones:  No.  I  don't  agree  with  you  at  all. 
The  Board  has  taken  the  position  that  we  havie 
earned  $25,000,  the  amount  we  are  entitled  to  show 
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in  the  year  1943,  the  year  ending  February  28,  1943, 
and  they  want  to  give  that  back.  We  have  already 
reported  that  $25,000  for  that  year's  income.  On 
the  $25,000  we  pay  approximately  $22,500.  Tiiere 
ivS  less  than  $3,000  in  issue  if  we  lose  out  in  the  Tax 
Court.  All  we  have  to  do,  if  they  get  a  judgment 
against  us  in  the  Tax  Court  to  the  effect  that  it  was 
excessive  profit,  all  we  have  to  do  is  to  give  the 
Government  a  check  for  $3,000,  and  I  do  not  see 
why  a  matter  pending  in  that  court  has  a  thing 
to  do  with  this  trial  under  those  circumstances, 
when  we  have  already  reported  on  the  1942  return, 
that  is,  the  return  ending  in  1943,  the  1943  fiscal 
year,  and  have  paid  the  tax  on  it  and  they  have  got 
the  money,  and  the  money  is  90  per  cent  of  the  item. 

Mr.  Garland :  We  do  not  have  the  money.  It  has 
been  determined  here  and  that  has  been  allowed. 
Why  do  you  say  [18]  we  have  got  the  money? 

Mr.  Jones:      We  haven't  got  the  money  back, 

Mr.  Garland :  That  has  been  determined,  and 
the  amount  you  paid  has  been  determined.  In 
determining  that,  we  have  allowed  you  twenty- 
some  thousand  dollars,  so  he  hasn't  paid  anything. 
I  do  not  think  this  Court  wants  to  make  a  finding, 
if  it  can  avoid  it,  which  would  operate  in  that  case 
because,  after  all,  the  right  to  negotiate  cannot 
be  tried  here  properly.  It  seems  to  me  we  ought 
to  take  what  steps  we  can  to  avoid  that. 

Mr.  Jones:  Of  course,  the  issue  is  this,  your 
Honor:  If  they  disallow  it,  then  the  Government 
gets  the  whole  $25,000.  That  is  the  issue.  If  it  is 
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just  normal  income,  ordinary  income,  we  keep 
$2250  of  the  $25,000.  Mr.  Jacob  has  called  my  atten- 
tion to  this  point,  that  that  is  within  tlie  exclusive 
jurisdiction  of  the  Tax  Court.,  to  determine  whether 
that  is  excessive  profits  or  not.  If  it  is,  all  we  have 
to  do  is  pay  an  amoimt  that  will  be  less  than  $3,000. 
Of  course,  you  say  it  is  allowed.  You  have  got  a 
piece  of  paper  here.  Exhibit  63,  that  says  we  can 
have  it  back,  but  we  don't  want  it  back.  We  want 
it  in  there  as  ordinary  income. 

Mr.  Garland:  It  has  been  allowed.  I  do  not  see 
how  comisel  can  require  the  Govei-nment  to  en- 
deavor to  collect  more  taxes  on  it.  [19] 

Mr.  Jones:  We  concede,  Mr.  Garland,  that  the 
adjustment  that  is  made  for  the  year  ending  Feb- 
ruary 28,  1944,  that  is,  the  $87.62,  should  be  added 
back  into  income  for  income  tax  purposes,  ])nt 
not  for  Victory  tax  purposes.  It  is  not  allowable 
in  computing  the  Victory  tax,  and  certainly  should 
not  be  added 

Mr.  Garland:  You  can  concede  what  you  like. 
We  haven't  broken  that  down  in  that  detail. 

Mr.  Jones:  It  is  agreed  that  the  $687.62  refund 
to  Mr.  Spencer,  plaintiff,  from  the  State  of  Oregon 
for  State  of  Oregon  income  tax  should  be  added 
into  income  for  the  fiscal  year  ending  February  28, 

1944,  for  the  purpose  of  computing  income  but  not 
Victory   tax   liability.    That   leaves   only   the   year 

1945,  so  the  adjustment  that  I  am  going  to  next 
mention  should  apply  to  the  taxable  year  ended 
February  28,  1945. 


C.  B.  Spencer  115 

We  concede  there  that  the  Agent's  report  is  cor- 
rect, except  $12,262.82  which  we  claim  we  were  en- 
titled to  for  work  done  by  Dehydrators  during 
taxpayer's  fiscal  year  which  ended  on  the  date 
mentioned,  should  be  added  to  income  for  that  year, 
decreasing  what  we  consider  Dehydrators'  bad  debts 
by  that  amount. 

Mr.  Winter:  Or,  according  to  our  position,  in- 
creasing cai^ital  investment. 

Mr.  Jones :  On  that  position,  I  think  that  would 
be  correct.  [20]  The  other  item  I  am  sure  is  in  the 
Agent's  report.  We  concede  the  amortization  item. 
That  establishes,  your  Honor,  I  believe,  all  the 
income  and  deductions  and  adjustments  thereto 
for  all  the  fiscal  years  involved  in  this  case.  Now, 
I  would  like  to  call  Mr.  Spencer  as  a  witness.  First, 
I  want  to  add  to  that  summary  that  I  made:  Ex- 
cept for  the  inventory  item  which  is  a  point  in 
controversy,  the  label  inventory. 

Mr.  Winter:     The  label  inventory  adjustment. 

Mr.  Jones:     That  is  right.  [21] 

C.  B.  SPENCER 

the  plaintiff  herein,  produced  as  a  witness  in  his 
own  behalf,  being  first  duly  sworn,  was  examined 
and  testified  as  follows: 

Direct  Examination 
By  Mr.  Jones: 

Q.  Will  you  state  your  name  in  full  to  the 
Reporter?  A.     Cecil  Bond  Spencer. 
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(Testimony  of  C.  B.  Spencer.) 
Q.     Your  residence? 
A.     835  Oak  Street,  Salem,  Oregon. 
Q.     What  business  did  you  follow  up  until  Feb- 
ruary 28,  1943?  A.     Camiing  business. 

Q.     How   long  have   you   been   in   the   canning 
business?  A.     Some   thirty  years. 

Q.     During  that  period,  did  you  ever  build  and 
own  a  cannery?  A.     No,  sir. 

Q.     During  that  period,  did  you  ever  build  and 
own  one?  A.     Up  to  1942,  yes,  sir. 

Q.     Where?  A.     In  Lebanon. 

Q.     When  was  the  Lebanon  cannery  built? 

A.     In  1935. 

Q.     Did  you  operate  as  an  individual? 

A.    Yes,  sir. 

Q.     From  then  until  when? 

A.     From  then  until  1943.  [22] 

Q.     After  1943,  who  operated  it? 

A.     The  Spencer  Packing  Company  of  Lebanon. 

Q.  The  Spencer  Packing  Company  of  Lebanon, 
a  corporation?  A.     Yes. 

Q.  Were  you  an  officer  of  the  Lebanon  Corpo- 
ration? A.     Yes,  sir. 

Q.     And  a  director?  A.     Yes,  sir. 

Q.     Did  you  receive  any  salary  from  it? 

A.     No. 

Q.  I  will  come  back  to  your  corporation  in  just 
half  a  minute.  I  will  ask  you  if  you  were  an  officer 
and  director  of  the  Spencer  Packing  Company  of 
Yakima?  A.     Yes,   sir. 
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Q.     And  of  the  Spencer  Dehydrators,  Inc.'? 

A.     Yes,  sir. 

Q.  Did  you  receive  salaries  from  any  of  those 
corporations'?  A.     No,  sir. 

Q.  The  Lebanon  Corporation  lease,  I  want  to 
show  it  to  yon. 

The  Court:  You  don't  need  to  show  him  all 
those  leases. 

Mr.  Winter:  We  have  no  objection  if  you  want 
to  introduce  4,  5  and  6  in  evidence.  We  have  no 
objection. 

Mr.  Jones:  I  would  like  to  introduce  Pre-Trial 
Exhibits  4,  5  and  6  in  evidence.  [23] 

Mr.  Winter:     No  objection. 

The  Court:     Admitted. 

(Lease,  dated  October  5,  1943,  between  C.  B. 
Spencer  and  Grace  N.  Spencer,  and  the  Spen- 
cer Packing  Company  of  Lebanon,  was  there- 
upon received  in  evidence  and  marked  Plain- 
tiff's Exhibit  No.  4.) 

(Lease,  dated  October  5,  1943,  between  C.  B. 
Spencer  and  Grace  N.  Spencer  and  Spencer 
Packing  Company  of  Yakima,  was  thereupon 
received  in  evidence  and  marked  Plaintiff's 
Exhibit  No.  5.) 

(Lease,  dated  March  31,  1944,  between  C.  B. 
Spencer  and  Grace  N.  Spencer  and  Spencer 
Dehydrators,  Inc.,  was  thereupon  received  in 
evidence  and  marked  Plaintiff's  Exhibit  No.  6.) 
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Mr.  Jones:  I  would  like  to  hand  them  to  the 
witness,  so  he  can  testify  that  these  are  the  leases 
covered  in  this  action. 

The  Court:  Well,  they  are.  There  is  no  issue 
about  that. 

Mr.  Jones:     Very  well. 

Q.  When  did  you  acquire  that  prune  drier  in 
Lebanon  ? 

A.     I  believe  in  the  fall  of  1943.  [24] 

Q.  After  you  got  it,  what  did  you  do  with  it,  Mr. 
Spencer  ? 

A.  I  converted  it  into  a  dehydrator  for  drying 
of  vegetables. 

Q.     Did  you  ever  operate  that  as  an  individual! 

A.     No,  sir. 

Q.  After  it  went  into  operation,  what  company 
operated  it? 

A.     Spencer  Dehydrators,  Incorporated. 

Q.    Did  you  ever  lease  a  cannery  in  Yakima*? 

A.     Yes,  sir. 

Q.     Did  you  ever  operate  that  as  an  individual? 

A.     Yes,  sir. 

Q.     From  when  until  when? 

A.     From  1940  imtil  1948. 

Q.  While  you  operated  that  as  an  individual, 
did  you  acquire  any  adjoining  lands? 

A.     Yes,  sir. 

Q.    What  did  you  do  with  them? 

A.     I  built  additional  buildings  on  it. 

Q.     And  equipped  them  for  what? 

A.     Equipped  them  for  a  cannery. 
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Q.  After  March  1,  1943,  did  you  operate  that 
as  an  individual?  A.     No,  sir. 

Q.     What  did  you  do  with  it? 

A.  I  leased  it  as  an  individual,  leased  it  to  the 
Spencer  Packing  Company  of  Yakima,  a  cor- 
poration. 

Q.  How  long  did  these  corporations  continue 
in  business?  [25]  A.     Until  liquidated. 

Q.  Has  the  Lebanon  Corporation  been  liqui- 
dated? A.     No,  it  has  not. 

Q.  Let  us  put  it  this  way:  How  long  did  the 
Dehydrators  and  the  Yakima  Corporation  continue 
to  operate? 

A.     I  sold  the  Yakima  operation  in  1944. 

Q.     What  part  of  1944? 

A.     Summer  of  1944. 

Q.     Did  you  do  any  packing  in  1944  at  Yakima? 

A.     No,  sir. 

Q.  The  corporation  packed  only  during  the  1943 
season  ? 

A,     That  is  right.     That  was  the  last  pack. 

Q.  During  what  time  did  you  operate  the 
Dehydrators  ? 

A.     Two  years,  1943  and  1944,  I  believe. 

Q.  I  would  like  to  have  you  state  exactly  what 
you  did  as  a  corporate  officer  and  director. 

A.    What  I  did?    What  is  your  question? 

Q.  What  your  duties  were  as  an  officer  and 
director  of  these  corporations? 

A.     To  arrange  for  the  pack  and  the  sale  of  it. 
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Q.  Did  you  carry  on  any  business  during  the 
time  these  corporations  were  operating,  you  as  an 
individual  ?  A.     Yes. 

Q.     Did  you  have  an  individual  business  1 

A.     Yes.  [26] 

Q.  Will  you  explain  in  detail  what  that  individ- 
ual business  was? 

A.  Why,  I  was  acquiring  property  for  canneries, 
and  renting,  leasing,  and  financing  the  operation 
of  them. 

Q.  Who  arranged  for  the  finances  for  these 
cannery  operations'?  A.     I  did. 

Q.  Did  you  do  that  as  an  individual  or  as  a 
corporate  officer? 

A.     I  had  to  guarantee  them  as  an  individual. 

Q.  After  you  once  acquired  a  cannery  property, 
did  you  have  any  other  duties  as  the  owner  of  the 
cannery  in  keeping  it  up  or  enlarging  it,  anything 
of  that  kind? 

A.  Yes,  sir,  I  had  to  enlarge  them  and  build 
additional  buildings,  buy  new  equipment,  and  see 
that  the  plants  were  kept  in  operating  condition. 

Q.  Can  you  estimate  how  much  of  your  time  was 
put  into  your  individual  business,  as  distinguished 
from  that  of  a  corporate  officer? 

Mr.  Garland:  Object  to  the  form  of  the  ques- 
tion, your  Honor. 

Q.  (By  Mr.  Jones)  :  How  much  time  did  you 
put  in  to  acquire  cannery  properties,  in  acquiring 
canneiy  properties,  and  all  the  other  things  you 
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detailed  of  that  kind,  as  distinguished  from  what 
you  put  into  your  duties  as  a  corporate  officer  and 
director?  [27] 

A.     I  would  say  one-third  of  my  time. 

Q.  Have  you  any  idea  how  many  notes  you 
guaranteed  in  your  individual  capacity  for  these 
corporations'?  A.     Several  hundred. 

Q.  Do  you  know  how  much  the  volume  would 
run  to?  A.     Several  hundred  thousand  dollars. 

Q.  How  frequently  were  you  called  upon  to 
pursue  these  duties  or  these  services  that  you  have 
referred  to  as  distinguished  from  your  corporate 
duties? 

Mr.  Garland:  Objected  to,  your  Honor,  as  lead- 
ing and  suggestive. 

The   Court:     He   may   answer. 

(Question  read.) 

A.    Weekly. 

Q.  (By  Mr.  Jones) :  Did  it  require  you  to  do 
any  traveling  ?  A.     Yes,  sir. 

Q.    Will  you  explain  that? 

A.  Travel  from  Portland  to  Albany,  or  from 
Lebanon  to  Portland,  Yakima  to  Seattle,  to  Wash- 
ington, D.  C,  New  York 

Q.  During  this  time,  in  enlarging  these  plants, 
did  you  have  any  occasion  to  have  to  contact  Gov- 
ernment bureaus  for  any  purposes? 

A.     Yes,  sir. 

Q.     What?  [28] 

A.  We  had  to  contact  them  for  priorities,  cer- 
tificates of  necessity  and  contracts. 
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Q.  When  the  Dehydrators  was  converted  from 
a  prune  drier  into  a  dehyrating  plant,  did  you 
obtain  any  sort  of  certificate  for  that? 

A.     Yes. 

Q.     What  was  it? 

A.     A  certificate  of  necessity. 

Mr.  Jones:  I  would  like  to  introduce  into  evi- 
dence Plaintiff's  Pre-Trial  Exhibit  No.  3. 

Mr.  Garland:  I  see  no  materiality.  However, 
that  is  our  only  objection. 

Mr.  Jones:  I  believe  that  you  are  right,  since 
amortization  has  been  admitted.  I  will  withdraw 
it.    That  is  the  only  purpose. 

Q.  How  many  trips  did  you  have  to  make  back 
to  Washington,  D.  C,  with  respect  to  finally  get- 
ting the  certificate  of  necessity? 

Mr,   Garland:     Objected  to  as  immaterial. 

Mr.  Jones:  The  burden  is  on  me,  I  think,  to 
show  the  basis  for  this,  as  has  been  stated  by  our 
own  Circuit  Court  of  Appeals.  I  feel  like  I  am 
bound  to  assume  the  burden  that  they  put  on  me 
to  show. 

Mr.  Garland:     Well,  we  have  made  our  objection. 

Mr.  Jones:     Very  well.  [29] 

Mr.  Winter:  And  also  that  he  took  the  presi- 
dent of  the  corporation  with  him. 

Mr.  Jones :     I  move  that  last  remark  be  stricken. 

Q.  How  many  times  did  you  have  to  go  to 
Washington,  D.  C,  in  order  to  acquire  this  certifi- 
cate of  necessity? 
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A.  I  made  several  trips  to  Washington.  I  don't 
remember  just  how  many  were  made  to  get  this 
certificate  of  necessity,  but  I  made — I  am  certain 
of  two  or  more. ' 

Q.  Did  you  finally  acquire  a  certificate  of  non- 
necessity? A.     Yes,   sir. 

Q.     Did  that  require  any  trip  to  Washington? 

A.     No,  sir. 

Q.  Can  you  recall  any  other  matter  or  duty 
that  you  performed  in  connection  with  your  owner- 
ship of  those  plants,  or  any  of  the  three  of  them, 
other  than  as  a  corporate  officer  or  director — any- 
thing you  did  as  owner  or  lessor? 

Mr.  Garland:  Objected  to  as  immaterial,  your 
Honor. 

The  Court:    He  may  answer. 

A.     Financing  the  operation  of  the  plants? 

Q.  Yes,  that  you  did  as  an  owner  or  lessor  of 
the  plants? 

A.     My  leases  provided  that  I  would 

Mr.  Garland :     The  lease  is  the  best  evidence. 

The  Court:     He  may  answer. 

A.  My  leases  provided  that  I  assist  in  financing 
the  operation  of  the  plants.  [30] 

Q.  (By  Mr.  Jones)  :  How  much  time  did  you 
devote  to  the  financing  of  the  corporations  and 
securing  credit  for  them? 

A.     Quite  a  material  part  of  my  time. 

Q.     Did  it  necessitate  any  trips? 

A.     Yes,  many. 
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Q.     Between  where? 

A.     Between  the  jDlants  and  the  banks. 

Q.  What  was  your  compensation  for  all  this 
work  that  you  say  you  were  doing,  apart  from 
being  a  corporate  officer?  A.     Only  my  rents. 

Q.  Have  you  any  idea  of  the  volume  or  the 
value  of  the  additions  that  you  mentioned  which 
you  made  to  these  properties  during  the  time  you 
were  renting,  in  money? 

Mr,  Garland:  Objected  to  as  immaterial.  It 
does  not  involve  anything  having  to  do  with  this 
case,  no  issue  in  this  case. 

Mr.  Jones :  I  want  to  show  the  number  of  trans- 
actions and  the  amount  of  money  involved  and  so  on. 

Q.  Can  you  tell  us  the  amount  or  value  of  the 
additions  you  made  to  these  plants? 

A.  My  books  would  show  that,  but  over  a  hun- 
dred thousand  dollars. 

Q.  Were  these  additions  you  are  speaking  of 
now  made  during  the  time  you  were  renting  them 
to  the  corporations?  A.     Yes,  sir.  [31] 

Mr.  Jones:  I  want  to  introduce  at  this  time 
Plaintiff's  Pre-Trial  Exhibit  No.  16.  Is  there  any 
objection  to  that? 

Mr.  Garland:     No  objection. 

The  Court:     Admitted. 

(Bundle  of  warehouse  receipts  thereupon  re- 
ceived in  evidence  and  marked  Plaintiff's  Ex- 
hibit No.  16.) 
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Mr.  Winter:  Do  those  include  notes  that  he 
signed  before  he  organized  the  corporations^ 

Mr.  Jones :  All  the  notes  in  Exhibit  16  are  notes 
signed  by  Mr.  Spencer  as  an  individual,  joint  maker 
with  one  of  the  corporations,  in  order  to  secure 
finances. 

Q.  In  converting  this  plant  from  a  prune  drier 
to  a  dehydrator,  did  you  do  this  at  the  request  of 
any  Government  agency?  A.    Yes.     . 

Q.    Wliat  one? 

A.     The  War  Food  Administration. 

Q.     For  what  purpose? 

A.  For  dehydrating  vegetables  for  the  Gov- 
ernment. 

Q.  Why  did  you  find  that  operation  so  unsuc- 
cessf  ul  ? 

A.  Well,  due  to  inexperienced  help,  several 
reasons — inexperienced  help;  continual  change  of 
specifications  on  the  part  of  the  Government;  inex- 
perienced inspectors — girls  in  most  cases — and 
shortage  of  labor.  [32] 

Q.  This  help  you  mentioned  as  inexperienced, 
did  you  finally  get  it  straightened  out? 

A.  The  longer  we  operated  the  more  experienced 
they  became. 

Q.  Bid  you  ever  get  on  a  basis  where  you  could 
make  a  profit,  that  company?  A.     Never  did. 

Q.  The  contracts  that  the  company  performed, 
from  whom  did  you  get  those  contracts? 

A.     From  the  War  Food  Administration. 

Q.     Did  you  ever  complete  any  of  the  contracts? 

A.     No. 
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Q.  Before  you  closed,  did  you  have  any  con- 
versation with  a  War  Food  Administration  repre- 
sentative ?  A.     Yes. 

Q.  It  was  closed  with  their  consent  and  ap- 
proval ? 

A.  It  was  closed  on  their  recommendation,  that 
the  operation  was  too  small. 

Q.  Durinp^  the  operation  of  the  plant  at  Yakima, 
did  it  ever  make  money?  When  it  was  operated 
by  the  corporation,  did  it  ever  make  money? 

A,     The  books  would  show  that. 

Q.     Do  you  recall? 

A.     I  don't  recall.     I  don't  think  it  did. 

Q.  In  two  or  three  cases  here  I  have  referred 
to  ''your  operation."  Were  you,  as  an  individual, 
personally  operating-  [33]  the  cannery? 

A,     No,  sir. 

Q.     The  corporations  were  operating  them? 

A.     That  is  right. 

Q.  In  securing  lines  of  credit,  one  of  them  was 
mentioned  as  the  ABC.  Was  it  necessary  for  you 
to  mortgage  your  various  properties  to  secure  those 
loans?  A.     Yes. 

Mr.  Jones:  There  is  one  of  them  here  I  would 
like  to  offer  in  evidence,  PlaiTitiff's  Pre-Trial  Ex- 
hibit No.  15. 

Mr.  Garland:  No  objection.  There  is  no  ques- 
tion but  that  these  are  obligations  given  to  satisfy 
these. 

Mr.  Jones:  I  want  to  put  them  in  for  another 
reason.  Exhibits  13,  14  and  15  are  copies  of  notes, 
mortgages  and  agreements  with  the  ABC? 
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Mr.  Garland:     There  is  no  objection. 
Mr.  Jones:     No  objection  to  any  of  them*? 
Mr.  Garland:     No. 
Mr.  Jones:     Very  well. 

(Copy  of  agreement  between  C.  B.  Spencer 
and  wife  and  Spencer  Dehydrators,  Inc.,  dated 
November  24,  1943,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No.  13.) 

(Copy  of  agreement  between  American  Busi- 
ness Credit  Corporation  [34]  and  C.  B.  Spencer 
and  wife  and  Spencer  Dehydrators,  Inc.,  dated 
November  24,  1943,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No.  14.) 

(Copy  of  agreement  dated  February  10,  1944, 
between  Spencer  Packing  Company  of  Yakima 
Spencer  Packing  Company  of  Lebanon, 
Spencer  Dehyrators,  Inc.,  C.  B.  Spencer,  Grace 
N.  Spencer,  and  American  Business  Credit 
Corporation,  thereupon  received  in  evidence 
and  marked  Plaintiff's  Exhibit  No.  15.) 

Mr.  Jones:     The  note  is  No.  12.     I  want  to  also 
include  No.  12,  your  Honor. 
Mr.  Garland:     No  objection. 
The  Court:     Admitted. 

(Note  dated  Portland,  Oregon,  November 
24,  1943,  signed  Spencer  Dehydrators,  Inc.,  in 
amount  $25,000,  payable  to  American  Business 
Credit  Corporation,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No.  12.) 
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Mr.  Winter:  I  just  want  to  call  the  attention 
of  the  Court  to  the  fact  that  the  note  is  only  signed 
by  the  corporation;  it  is  not  Mr.  Spencer's. 

Mr.  Jones:  No.  Exhibits  12,  13  and  14  are 
notes,  [35]  mortgages  and  agreements  for  the  pay- 
ment of  the  money  while  No.  15  is  an  exhibit  I  am 
also   offering — I   first  want  to   ask   this   question: 

Q.  Did  you  have  other  notes  and  mortgages  or 
trust  deeds  for  all  the  different  plants  that  you 
made  with  ABC?  A.    Yes. 

Mr.  Jones:  This  one  is  a  joint  agreement  be- 
tween all  the  companies  and  Mr.  Spencer.  I  offer 
it  as  No.  15.    That  has  been  admitted,  your  Honor. 

The  Court:     Yes.     Admitted. 

Q.  (By  Mr.  Jones) :  Did  you  have  any  under- 
standing between  yourself  and  the  three  corpora- 
tions as  to  what  your  responsibility  would  be  as 
between  yourself  and  the  corporations  on  the  notes 
that  you  signed'? 

Mr.  Winter :     Object  to  that. 

Mr.  Garland:  That  is  objected  to.  The  notes 
are  in  evidence.  They  speak  for  themselves.  Any 
legal  liability  that  might  arise  between  Spencer  as 
an  individual  and  the  corporations  would  appear 
here,  as  a  matter  of  law,  from  the  notes. 

Mr.  Jones:  I  have  a  long  line  of  cases  that  I 
can  cite  to  the  effect  that  oral  testimony  is  admis- 
sible to  show  that  as  between  two  joint  makers  of 
a  promissory  note  one  of  them  is  primarily  and 
the  other  secondarily  liable. 
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The  Court:  I  have  heard  that  before,  I  believe, 
but  [36]  the  fact  is  he  is  still  a  stockholder  in  these 
corporations. 

Mr.  Jones:  It  is  a  fact  that  Mr.  Spencer  owned 
a  majority  of  the  stock  or  owned  all  of  the  stock 
but  three  or  four  qualifying  shares. 

The  Court:  What  is  the  purpose  of  your 
question  ? 

Mr.  Jones:  The  purpose  of  my  question  is  to 
prove  the  surety  relationship. 

The  Court:  To  go  on  with  my  question,  is  this 
in  writing? 

Mr.  Jones :  Not  the  agreement  that  I  am  inquir- 
ing about  now;  that  is  entirely  an  oral  agreement. 

The  Court :     Whom  did  he  have  it  with  ? 

Mr.  Jones:  He  had  it  with  the  secretary  of  the 
corporation. 

The  Court:     All  right.     Go  ahead. 

Mr.  Winter:     That  is  his  son-in-law. 

Mr.  Jones:     That  is  his  son-in-law,  yes. 

The   Court:     Ask  your  question. 

(Pending  question  read.) 

A.     Yes. 

Mr.  Garland:  That  is  objected  to,  if  the  Court 
please.  To  allow  the  witness,  who  is  in  this  position 
of  sole  stockholder,  to  give  testimony  as  to  an  under- 
standing that  he  had  himself,  as  chairman  of  the 
board  of  directors  with  his  son-in-law  definitely 
opens  the  door  to  testimony  that  is  ordinarily  ex- 
cluded. [37] 
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The  Court :  You  may  attack  its  value,  of  course. 
He  may  answer,  subject  to  the  objection. 

A.     Yes. 

Q.  (By  Mr.  Jones)  :  Will  you  state  the  sub- 
stance of  that  understanding'? 

A.  That  I  personally  had  to  finance  the  opera- 
tion and  that  I  was  responsible  for  the  bills  of  the 
corporation. 

Q.  The  question  was  as  to  these  notes  that  you 
signed.  As  between  you  and  the  corporation,  was 
there  any  understanding  with  respect  to  who  would 
be  primarily  and  who  would  be  secondarily  re- 
sponsible? A.     Yes,  that  was  me. 

Mr.  Garland:  We  think  we  are  entitled  to  have 
the  question  put  in  strict  form,  your  Honor. 

The  Court :     He  may  answer. 

A.    Yes. 

Q.  (By  Mr.  Jones) :  AVould  you  state  what 
that  agreement  was? 

Mr.  Winter:  When  and  where  was  the  agree- 
ment made? 

The  Court:  Don't  interrupt  now.  Answer  the 
question.  What  was  the  arrangement  and  under- 
standing ? 

Q.  (By  Mr.  Jones) :  What  was  your  under- 
standing ? 

A.  That  I  was  jointly  responsible  with  the  cor- 
poration. 

The  Court:  He  wants  to  know  if  you  were  a 
surety  or  principal,  as  between  you  and  the  cor- 
poration •? 

A.     I  can't  say  that  I  understand,  your  Honor. 
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The  Court:     Go  ahead,  Mr.  Jones. 

Mr.  Jones:  I  will  put  it  this  way:  Did  you 
have  any  understanding  between  yourself  and  the 
corporation,  for  the  corporation,  whose  duty  it  was 
in  the  first  instance,  to  repay  the  money  borrowed? 

A.     Yes,  sir. 

Q.    Whose  duty? 

A.     Myself,  as  an  individual. 

Mr.  Garland:     The  question  is  answered. 

The  Court:     Let  him  alone,  now\ 

Q.  (By  Mr.  Jones)  :  I  want  to  ask  this :  Did 
you  borrow  this  money  for  your  own  use? 

A.     No,  sir. 

Q.    What  use  was  it  borrowed  for? 

A.     For  the  operation  of  the  business. 

Q.  Mr.  Spencer,  out  of  what  fund  or  out  of 
what  income  v/ere  the  notes  to  be  paid? 

A.     Out  of  the  operation  of  the  business. 

Q.     Who  was  operating  the  business? 

A.     The  corporation. 

Q.  If  the  corporation's  income  could  not  pay 
the  notes,  then  you  got  stuck? 

A.     That's  right. 

Q.  Was  that,  in  substance,  your  understanding? 
A.     Yes.  [39] 

The  Court:     Are  we  going  to  have  the  minutes? 

Mr.  Jones :  There  are  no  minutes  on  that.  That 
is  entirely  an  oral  understanding,  your  Honor. 

The  Court:  Counsel  is  entitled  to  have  you  be 
specific.  He  has  given  you  wide  leeway  to  show 
it  in  general  terms,  but  he  is  entitled  to  have  you 
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be  specific  as  to  when  and  where  and  under  what 

circumstances   that   arrangement  was   made. 

Mr.  Jones :  Where  did  you  make  these  arrange- 
ments'^  A.     In  the  office  of  the  corporation. 

Q.     And  with  whom?  A.     The  secretary. 

Q.     What  is  his  name? 

A.     Bingham  Powell. 

Q.     And  when  were  these  arrangements  made? 

A.  They  were  made  when  we  found  it  necessary 
to  finance  them  that  way. 

Q.     When  was  it? 

A.  It  was  during  all  the  operations  of  the  cor- 
porations. 

The  Court:     Who  was  the  secretary? 

A.     Bingham  Powell. 

The  Court:     His  relationship? 

Q.     (By  Mr.  Jones):     His  relationship  to  you? 

A.     He  happens  to  be  my  son-in-law. 

The  Court:  Are  you  going  to  have  the  records 
showing  [40]  the  stock  ownership? 

Mr.  Jones:  Well,  I  will  read  into  the  record 
what  they  are. 

The  Court:     They  are  going  to  be  in  evidence? 

Mr.  Jones:  Exhibits  59,  60  and  61  are  the 
Articles  of  Incorporation  and  they  show  the  sub- 
scribers.   98  shares  of  stock 

The  Court:  What  company  are  you  talking 
about  ? 

Mr.  Jones:  This  is  the  Sj^encer  Packing  Com- 
pany of  Lebanon  and  Mr.  Spencer  owns  98  shares 
of  stock,  Mr.  Powell  one,  and  C.  B.  Spencer,  Jr., 
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The  Court:  How  much  did  they  pay  in  for  the 
stock  ? 

Mr.  Jones:  They  paid  in  $10,000  worth  of 
growers'  contracts. 

The  Court :  That  was  the  value  put  on  the  con- 
tracts % 

Mr.  Jones:     Yes. 

The  Court:  But  what  I  am  interested  in  is 
that  he  is  entitled  to  have  everything  that  bears 
on  the  relationship  of  the  parties,  financial  and 
personal.  Did  the  son-in-law  have  a  financial  in- 
terest in  the  company? 

Mr.  Jones :  I  am  going  to  put  him  on  the  witness 
stand. 

The  Court:     All  right. 

Mr.  Jones:     I  have  him  here  to  go  into  that. 

The  Court:     How  many  witnesses  will  you  have? 

Mr.  Jones:  Three,  your  Honor.  The  testimony 
of  all  [41]  three  of  them  will  be  substantially  the 
same. 

Mr.  Garland:  Are  you  going  to  put  these  in 
evidence  ? 

Mr.  Jones:     Yes.    I  will  offer  these  in  evidence. 

Mr.  Winter:  What  are  the  numbers,  for  the 
purpose  of  the  record? 

Mr.  Jones :     59,  60  and  61. 

Q.  Did  you  guarantee  any  accoimts  of  the 
Dehydrators,   Incorporated,  to  anybody? 

A.     Yes. 
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Q.  Will  you  state  whose  accounts  against  the 
Dehydrators,  you  guaranteed? 

A.  American  Business  Credit  Corporation — 
practically  all  of  those  with  whom  we  done  busi- 
ness; Associated  Oil  Company • 

Q.     Associated  or  Tide  Water? 

A.     Tide  Water — Associated- 


Mr.   Jones:     I  would  like   to   offer  in  evidence 
Plaintiff's  Pre-Trial  Exhibit  No.  17. 
Mr.  Garland:     No  objection. 
The  Court:     Admitted. 

(Document  entitled  "Guarantee,"  dated 
3/18/44,  signed  by  Cecil  B.  Spencer  in  re  guar- 
antee to  Tide  Water  Associated  Oil  Company, 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  17.)   [42] 

Q.     (By  Mr.  Jones) :     What  bank  was  involved? 

A.     The  First  National  Bank  of  Lebanon. 

Q.     What  did  you  guarantee  there? 

A.     I  guaranteed  an  overdraft. 

Mr.  Jones:  I  will  offer  in  evidence  Plaintiff's 
Pre-Trial  Exhibits  38,  39  and  40. 

Mr.  Winter:  The  purpose  primarily  is  to  show 
that  he  paid  the  overdraft? 

Mr.  Jones:  Show  the  overdraft  and  also  that — 
also  show  the  payment  of  it,  yes. 

Mr.  Garland:     We  concede  he  paid. 

Mr.  Winter:  No  question  about  the  amoimt.  It 
is  just  encumbering  the  record  unnecessarily. 
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Q.  (By  Mr.  Jones)  :  I  want  to  know  if  the 
bank  you  mentioned  is  The  First  National  Bank 
at  Lebanon,  Oregon?  A.    Yes,  sir. 

Q.  The  overdraft  that  you  mentioned  was  one 
between  the  Dehydrators  and  the  bank? 

A.     And  that  bank,  yes. 

Mr.  Jones:  I  am  going  to  offer  the  exhibits 
mentioned;  if  there  is  no  objection  to  the  fact  that 
he  paid  the  overdraft,  I  won't  bother  to  offer  his 
check. 

Mr.  Garland:     He  paid  the  overdraft. 

Mr.  Jones:     Very  well. 

(Bank  records  of  First  National  Bank  of 
Lebanon,  [43]  Oregon,  account  Spencer  Dehy- 
drators, Inc.,  in  re  overdraft,  thereupon  re- 
ceived in  evidence  and  marked  Plaintiff's  Ex- 
hibits 38,  39  and  40,  respectively.) 

Q.  (By  Mr.  Jones) :  What  about  the  debt  of 
the  Lebanon  Corporation,  the  amount  that  Dehy- 
drators owed  the  Lebanon  Corporation  %  Was  there 
any  guarantee  there?  A.     I  guaranteed  that. 

Q.     With   whom   was   that   arrangement   made? 

A.     The  secretary  of  the  company. 

Q.     And  about  when  was  it  made  ? 

A.     I  don't  remember  the  date. 

Q.     Approximately  ?  , 

A.     At  the  start  of  the  operation. 

Q.  Give  the  substance  of  it.  Whom  did  you 
make  it  with?     Whom  did  you  take  it  up  with? 

A.  With  the  secretary  of  the  company,  Bing- 
ham Powell. 
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Q.     Give  the  substance  of  the  conversation'? 

A.  That  I  would  personally  be  responsible  for 
the  operation,  if  the  operation  were  not  in  itself 
successful. 

Q.  The  Lebanon  Corporatioan  was  the  older  of 
the  corporations?  A.    Yes,  sir. 

Q.     Or  the  older  plant,  I  should  say? 

A.     Yes. 

Q.  Was  there  any  plan  by  which  any  corpora- 
tion more  or  less  [44]  acted  as  banker  to  the  others  ? 

A.  Yes.  The  Lebanon  plant — everything  was 
handled  out  of  the  Lebanon  plant.  That  was  our 
main  office. 

Q.  The  idea  of  handling  it  that  way — was  that 
ever  discussed  with  any  officer  of  the  corporation? 

A.     Yes,  with  the  secretary. 

Q.  If  the  Lebanon  plant  was  in  the  possession 
of  more  money  at  a  given  time  than  another  plant, 
what  would  it  do  with  it? 

A.     It  would  advance  money  to  the  other  plants. 

Q.     Was  that  part  of  this  same  arrangement? 

A.    Yes. 

Q.  Made  at  the  time  you  have  been  talking 
about?  A.    Yes,  sir. 

Q.  Was  there  any  reason  that  you  can  state 
why  you  went  into  this  guarantee  arrangement  and 
so  forth? 

A.  Because  the  banks  hesitated  to  advance  the 
operation  without  my  personal  guarantee. 
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Q.  Was  there  any  obligation  between  you  and 
the  corporations? 

A.  Yes,  upon  the  execution  of  the  leases  of 
these  plants  to  the  corporations,  I  agreed  to  assist 
in  financing  where  necessary. 

Q.  Is  that  the  reason  for  making  these  agree- 
ments ?  A.     Yes. 

Q.  Is  there  any  clause  in  the  leases  to  that 
effect  <?  A.     Yes.  [45] 

The  Court:  Are  you  going  to  have  Mr.  Spencer's 
personal  worth  in  the  record? 

Mr.  Jones:     Have  what? 

The  Court:  Are  you  going  to  have  his  personal 
financial  statement  in  the  record? 

Mt  .  Jones :     I  had  not  planned  to. 

The  Court :     Isn  't  that  an  important  background  ? 

Mr.  Jones:     I  will  see. 

The  Court :     You  think  about  it. 

Mr.  Jones:  I  will  see  that  it  is  in  before  the 
case  is  closed. 

The  Court :     Do  whatever  you  want  to  about  it. 

Mr.  Jones:  My  attention  is  called  to  the  fact 
that  his  personal  ledger  and  journal  for  those  years, 
Pre-Trial  Exhibit  No.  29,  will  show  that,  and  I  will 
offer  them  in  evidence. 

The  Court  r    Admitted. 

(Personal  ledger  and  journal  of  C.  B. 
Spencer  was  thereupon  received  in  evidence 
and  marked  Plaintiff's  Exhibit  No.  29.) 

The  Court:     Recess  imtil  1:30.  [46] 
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(Court  reconvened  at  2:00  o'clock  p.m.,  De- 
cember 17,  1946.) 

Mr.  Jones:  If  the  Court  please,  I  have  the 
cashier  from  the  bank  in  Lebanon  whom  I  asked 
to  come  in  last  night.  He  drove  up  this  morning. 
I  only  have  two  or  three  questions  to  ask  him.  I 
would  like  to  call  him — maybe  more  than  two  or 
three.  I  have  a  few  questions  to  ask  him.  I  would 
like  to  put  him  on  out  of  order,  if  I  may. 

The   Court:     Yes. 

J.  H.  IRVINE 

was  thereupon  produced  as  a  witness  on  behalf  of 
the  plaintiff  and,  being  first  duly  sworn,  was  ex- 
amined and  testified  as  follows: 

Direct  Examination 
By  Mr.   Jones: 

Q.     Will  you  give  your  name  to  the  Reporter? 

A.     J.  H.  Irvine. 

Q.     Where  is  your  residence?  A.     Lebanon. 

Q.     What  is  your  occupation? 

A.     I  am  cashier  of  The  First  National  Bank. 

Q.  How  long  have  you  been  employed  by  that 
bank?  A.     Since    1933. 

Q.    How  long  have  you  been  cashier? 

A.     Since  1933.  [47] 

Q.     Do  you  know  Mr.  Spencer?  A.    Yes. 

Q.     How  long  have  you  known  Mr.  Spencer? 

A.  I  think  it  was  in  1935  when  he  first  came  to 
Lebanon. 
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Q.  That  is  Mr.  C.  B.  Spencer,  sitting  here  in 
court  ?  A.     Yes. 

Q.     Did  he  have  an  account  with  your  bank? 

A.     Yes,  sir. 

Q.  Did  the  Dehydrators,  Inc.,  have  an  account 
with  your  bank? 

A.     Spencer  Dehydrators,  yes. 

Q.     Spencer    Dehydrators,    Inc.?  A.    Yes. 

Q.     Did  they  have  an  account  there? 

A.    Yes. 

Q.  Do  you  know  of  your  own  knowledge  whether 
or  not  Mr.  Spencer  ever  guaranteed  that  account? 

A.    We  had  a  general 

Q.    Answer  Yes  or  No,  please.     Do  you  know? 

A.    Yes. 

Q.    Was  it  in  writing  or  not?  A.     No. 

Q.    Why  was  it  not  in  writing? 

A.  Our  experience  had  been*  with  Mr.  Spencer, 
since  he  first  came,  that  we  did  not  feel  it  was  neces- 
sary. We  had  [48]  occasion  to  loan  him  money 
numerous  times  in  connection  with  his  operations 
and  he  had  always  met  those  obligations  as  he 
agreed  to  do. 

Q.  Will  you  state  the  substance  of  this  guar- 
antee? First,  I  would  like  to  have  you  look  at 
Pre-Trial  Exhibit  No.  38. 

Mr.  Garland:  We  have  conceded  the  account 
was  guaranteed  and  that  he  paid  the  overdraft. 
Is  that  what  you  had  in  mind?  It  seems  it  would 
serve  no  useful  purpose,  in  view  of  our  concession. 
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Mr.  Jones:  All  right.  The  account  was  guar- 
anteed, is  that  right?  A.    Yes. 

Mr.  Jones :     That  is  all. 

Mr.  Garland:     No  questions. 

(Witness  excused.)  [49] 

C.  B.  SPENCER 

the  plaintiff  herein,  having  been  previously  duly 
sworn,  resumed  the  stand  and  further  testified  as 
follows : 

Direct  Examination 
(Continued) 
By  Mr.  Jones: 

I  should  like  to  put  in  evidence  Plaintiff's  Pre- 
Trial  Exhibit  No.  21,  which  is  a  certificate  of  non- 
necessity. I  am  not  going  to  bother  about  putting 
in  the  Treasury's  granting  of  the  amortization, 
because  you  admitted  the  amortization,  but  I  want 
this  in. 

Mr.    Garland:     No    objection. 

The  Court:     Admitted. 

(Docum.ent  entitled  "Non-Necessity  Certifi- 
cate," dated  May  2,  1945,  War  Production 
Board,  thereupon  received  in  evidence  and 
marked  Plaintiff's  Exhibit  No.  21.) 

Q.  (By  Mr.  Jones)  :  Can  you  tell  me,  please, 
when  the  Dehydrator  Corporation  ceased  its  opera- 
tions? A.     I  believe  in  February,  1945. 
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Q.    Along  the  first  of  the  year? 

A.     That  is  right. 

Q.  What  was  the  plan  of  liquidating  these  com- 
panies when  you  got  through  with  them?  How 
were  you  going  to  handle  the  [50]  bills  that  they 
owed  and  so  forth? 

A.  Use  the  money  that  was  obtained  by  the 
corporation  to  pay  the  bills. 

Q.  By  ^^ money"  you  mean  the  accounts  receiv- 
able and  things  of  that  kind  ? 

A.     That  is  right. 

Q.     Assets  ? 

A.  Yes,  or  any  sales  that  could  be  made  to 
liquidate  the  equipment  and  so  forth,  to  apply  on 
the  liquidating  of  that  indebtedness. 

Q.     That  applied  to  Yakima  and  Dehydrators  ? 

A.     That  is  right. 

Q.  Do  you  know  at  this  time  of  any  asset  or 
any  uncompleted  contract  or  any  sum  or  any  prop- 
erty of  any  kind  owned  by  either  Yakima  or  Dehy- 
drators  that  has  not  been  accounted  for  in  your 
books'?  A.     No,  sir. 

Q.  Will  you  explain  the  circumstances  that  led 
up  to  the  closing  of  the  Yakima  plant? 

A.  It  became  so  hard  to  do  business.  We  had 
an  extreme  shortage  of  labor.  Prices  were  high 
on  the  raw  products.  Our  sales  prices  for  the 
finished  products  were  governed  by  OPA  on  an 
historical  background  which  made  it  impossible  to 
operate  the  business  at  a  profit. 


142  J.  W.  Moloney  vs. 


(Testimony  of  C.  B.  Spencer.) 
Q.     On  what  basis  are  your  books  kepf?  [51] 
On  an  accrual  basis. 
Who  was  in  charge  of  keeping  the  books'? 


A 

Q 

A 

Q 


Bingham  Powell. 


And  he  is  your  son-in-law'?  A.     Right. 

Q.  Now,  then,  if  a  charge  or  a  credit  that  should 
go  into  those  books  originated  with  you,  what  did 
you  do  about  it? 

A.     I  would  discuss  it  with  him. 

Q.     And  it  would  be  his  duty  then  to  do  what*? 

A,     To  put  it  where  it  belonged. 

Q.  Are  you  familiar  with  the  details  of  your 
own  records  or  the  records  of  these  corporations? 

A.     No,  sir. 

Q.  Did  you  pay  all  the  balances  that  were  owed 
by  Dehydrators '?  A.     Yes,  sir. 

Q.  Now,  then,  the  assets  taken  over  by  Yakima, 
how  were  they  applied"?  On  what  bills  were  they 
applied,  do  you  know*? 

A.  They  were  applied  against  the  bills  of  the 
Yakima  Corporation. 

Q.     Did  you  have  a  bill  against  it? 

A.     I  had  a  bill  against  it. 

Q.  Whatever  that  was,  it  was  partially  applied 
against  thaf?  A.     Yes. 

Q.  The  balances  that  show  on  your  books — I 
will  connect  this  up  later  with  certain  exhibits  I 
am  going  to  offer.  [52] 
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The  balances  that  are  true  balances,  as  your 
books  indicate,  and  which  we  are  claiming  in  this 
case  are  bills — ^have  those  balances  ever  been  paid 
to  you,  other  than  the  application  of  some  $12,000? 

A.     No,  sir. 

Q.     No  part  of  if?  A.     No,  sir. 

Q.  Have  you  in  any  way  ever  released  those 
bills  to  the  corporation?  A.     No,  sir. 

Q.  Have  the  corporations  been  formally  dis- 
solved*?    Do  you  know  the  answer  to  that? 

A.     I  don't  know. 

Q.  I  want  to  call  your  attention  to  Pre-Trial 
Exhibit  No.  25,  which  I  am  going  to  offer  in  evi- 
dence. That  is  the  Lebanon  Corporation,  the  can- 
ning company.  The  payment  of  these  bills  is  a 
part  of  the  means  by  which  another  debt  was  paid? 

Mr.  Garland:     A  debt  involved  in  this  case? 

Mr.  Jones:  Yes.  $53,000  owed  by  Dehydrators 
to  Lebanon  Corporation  was  charged  to  Mr.  Spencer 
and  it  went  into  his  general  account  between  him 
and  Lebanon  and,  when  he  was  balancing  off  his 
account  with  Lebanon,  he  took  over  and  personally 
paid  these  bills,  so,  no  matter  bow  you  apply  the 
payments,  everything  in  it  was  paid?  [53] 

Mr.  Garland:     No  objection. 

Mr.  Jones:  I  am  offering  in  evidence  Plaintiff's 
Pre-Trial   Exhibit  No.   25. 

The  Court:     Admitted. 

(Group  of  notes  executed  by  Spencer  Pack- 
ing  Company   of   Lebanon,   marked    "Paid," 


144  J.  W.  Moloney  vs. 

(Testimony  of  C.  B.  Spencer.) 

thereupon   received   in    evidence    and   marked 
Plaintiff's  Exhil^it  No.  25.) 

Mr.  Jones :     I  think  the  witness  should  see  these. 

(Plaintiff's   Exhibit  No.   25  handed  to  the 
witness.) 

A.     These  have  been  paid. 

Q.     They  have  been  paid  ?  A.    Yes,  sir. 

Q.     By  you,  personally?  A.     Yes,  sir. 

Q.  Do  you  know  of  any  credit  of  any  kind  due 
either  Dehydrators,  Incorporated,  or  Yakima  Cor- 
poration that  have  not  been  entered  into  your  books 
and  given  to  you  *?  A.     I  know  of  none. 

Q.  The  capital  stock  of  these  corporations,  as 
shown  by  exhibits  in  evidence,  were  growers'  ac- 
counts, and  I  want  to  call  your  attention  to  Plain- 
tiff's Pre-Trial  Exhibit  No.  62. 

Mr.  Winter:  You  don't  mean  capital  stock. 
That  was  [54]  turned  in  by  Spencer  personally,  not 
by  any  of  the  other  incorporators. 

Mr.  Jones:  Mr.  Spencer  turned  in  all  of  them, 
that  is  right. 

Mr.  Winter:  The  other  incorporators  did  not 
turn  them  in? 

Mr.  Jones:     No. 

Mr.  Garland:     What  is  the  pui'pose  of  that? 

Mr.  Jones:  Just  to  show  the  form  that  the 
growers'  accounts  were  made  out  in.  I  am  going 
to  ask  about  it. 

Q.  Plaintiff's  Pre-Trial  Exhibit  No.  62,  can  you 
see  it  from  there?  A.    Yes. 
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Q.    Do  you  know  what  it  is*? 

A.     Standard  fruit  and  vegetable  contract. 

Q.  Is  that  the  form  on  which  all  growers'  con- 
tracts which  were  issued  in  payment  of  the  capital 
stock  of  all  three  corporations  were  made  out  on? 

A.     Yes,  sir. 

Q.  The  capital  stock  of  the  Lebanon  Corporation 
you  stated  as  $10,000,  according  to  the  minutes  here 
in  evidence.  Do  you  know  what  the  value  of  the 
growers'  contracts  were  that  were  turned  in  for 
that  stock? 

Mr.  Winter:  Objected  to  as  incompetent,  ir- 
relevant and  immaterial.  There  might  be  some 
materiality  if  there  is  any  [55]  testimony  as  to  the 
cost,  but  whatever  this  witness  may  have  considered 
as  the  cost  is  immaterial. 

The  Court:  Answer  yes  or  no.  Do  you  know 
the  value?  A.     Yes,  sir. 

Q.  (By  Mr.  Jones)  :  Go  ahead  and  tell  what 
the  value  was.  A.     The  value 

Mr.  Winter:  Object  to  that.  Did  your  Honor 
rule? 

The  Court:     Go  ahead. 

A.  The  value  is  usually  considered  $5  a  ton 
buying  charge. 

Q.  (By  Mr.  Jones) :  How  are  those  contracts 
acquired  ? 

A.  By  going  out  and  contacting  the  various 
growers  and  signing  contracts  with  them. 

Q.  Have  you  any  independent  recollection  at 
this  time  of  approximately  how  many  of  them  wef  e 
turned  over  to  the  Lebanon  Corporation?     I  will 
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see  if  this  recites  it.  If  it  does,  it  is  probably  the 
best  evidence.  It  says  600  of  these  contracts  were 
turned  over  for  the  capital  stock  of  Lebanon.  Were 
those  600  contracts  acquired  in  the  manner  you 
have  .just  stated?  A.     Yes. 

Q.  Could  a  nev^  corporation  or  a  new  cannery 
go  into  business  without  them? 

A.     Absolutely  not. 

Q.     Why? 

A.  They  must  have  the  raw  products  on  which 
to  work.  [56] 

Q.     What  doe^  that  do? 

A.     That  furnishes  them  with  a  supply. 

Q.  Do  you  know  what  the  value  of  these  would 
have  been  to  the  Lebanon  Corporation  at  the  time 
they  were  turned  over  to  it  for  its  stock? 

Mr.  Garland:  The  Lebanon  Corporation  is  only 
indirectly,  if  at  all,  connected.  You  are  talking 
about  the  Tjcbanon  now? 

Mr.  Jones:     That  is  right. 

Mr.  Garland :     What  difference  does  it  make  ? 

Mr.  Jones:  I  will  take  it  up  as  to  the  other 
cor r)0  rations.  I  was  going  to  do  it  with  all  three. 
I  think  you  are  probably  technically  right  on  that 
point. 

On  the  Yakima  Corporation,  we  will  see  if  it 
states  how  many  there  were.  It  says  there  were 
approximately  600  there. 

Do  you  know  what  the  value  of  the  600  growers' 
contracts  to  the  Yakima  Corporation  would  have 
been  at  the  time  they  were  turned  over  to  it? 
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A.  They  would  have  been  in  considerable  excess 
of  $10,000. 

Mr.  Winter :     All  of  them  say  approximately  600  *? 

Mr.  Jones:  No,  I  don't  think  the  other  one  says 
anything.  The  Dehydrators,  Inc.,  says  *'a  number 
of  contracts." 

Q.  Do  you  have  any  independent  recollection 
at  this  time  of  the  contracts  that  were  turned  over 
to  Dehydrators  in  exchange  for  its  capital  stock 
of  $5,000?  [57] 

A.  Processed  three  different  vegetables,  beets, 
carrots  and  potatoes,  and  there  were,  I  should 
judge,  in  all,  some  50  to  100  different  contracts. 

Q.  Do  you  have  any  idea  what  the  value  of  those 
contracts  was  to  the  corporation  at  the  time  you 
turned  them  over? 

A.     In  excess  of  the  $5,000. 

Q.  How  long  did  these  contracts  run  by  their 
terms?  A.     They  ran  for  that  current  season. 

Q.  Do  they  have  any  value  after  the  season  is 
over?  A.     No,  sir. 

Q.  There  has  been  some  statement  here  about 
inventories  of  labels  in  connection  with  the  opera- 
tion that  you  ran  as  an  individual  in  1942;  you 
ended  that  year,  February  28,  1943,  with  some  label 
inventory.  Do  you  know  the  details  of  what  hap- 
pened to  those  inventories? 

A.     Those  inventories  were  written  off. 
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Q.     And,  then,  were  they  subsequently  used? 

A.  They  were,  due  to  the  extreme  shortage  of 
paper,  and  we  had  been  unable  to  get  labels.  We 
have  in  every  way  attempted  to  use  those  labels  hy 
reprinting,  blocking  out  and  otherwise  making  them 
as  presentable  as  possible  to  use. 

Mr.  Garland :  We  submit  he  is  not  answering  the 
question.    I  submit  his  answer  is  not  responsive. 

Q.  (By  Mr.  Jones)  :  Have  you  used  all  of  them 
yet?  [58]  A.     Nowhere  near  all  of  them. 

Q.  Those  that  you  have  used,  did  you  have  them 
reprinted  as  you  have  said?  A.     Yes. 

Q.     At  an  extra  cost  and  expense  to  yourself? 

A.     As  much  as  the  original  cost. 

Q.  At  the  end  of  the  year,  on  February  28, 
1943,  were  they  considered  of  any  value  to  you? 

A.  No,  sir.  I  might  qualify  that  a  little  further. 
A  great  many  of  the  sizes  that  we  were  using  were 
outlawed  by  the  Government  restriction  of  canning 
sizes,  and  they  are  still. 

Q.  Did  you  ever  at  any  time  contribute  or  in- 
tend to  contribute  any  capital  to  any  of  these  cor- 
porations, other  than  the  growers'  contracts? 

A.     No,  sir. 

Mr.  Jones:  I  should  like  at  this  time  to  intro- 
duce in  evidence  Plaintiff's  Pre-Trial  Exhibits  26, 
27  and  28,  for  the  years  ending  1943,  1944  and  1945. 
They  are  the  tax  returns  I  asked  from  you. 

Mr.  Garland:  We  will  have  them  for  you  here. 
Just  offer  them. 
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Mr.  Jones:  I  offer  those  in  evidence,  and  also 
would  like  at  this  time  to  offer  in  evidence  the 
claim  of  which  you  have  a  photostatic  copy. 

Mr.  Garland:  We  will  produce  it.  That  will 
be  substituted  [59]  for  Pre-Trial  Exhibit  No.  1. 

Mr.  Jones:     We  will  have  it  marked. 

Mr.  Garland:     No  objection. 

(Photostatic  copy  of  claim  for  refund  of 
$93,565.04,  Federal  Income  Tax  for  the  Fiscal 
Year  Ended  February  28,  1943,  thereupon  re- 
ceived in  evidence  and  marked  Plaintiff's  Ex- 
hibit No.   1.) 

(Certified  copy  of  Amended  Individual  In- 
come Tax  Return,  February  28,  1943,  filed  by  C. 
B.  Spencer,  thereupon  received  in  evidence  and 
marked  Plaintiff's  Exhibit  No.  26.) 

(Certified  copy  of  Individual  Income  Tax 
Return,  February  29,  1944,  filed  by  C.  B. 
Spencer  and  Grace  N.  Spencer,  thereupon  re- 
ceived in  evidence  and  marked  Plaintiff's  Ex- 
hibit No.  27.) 

(Certified  copy  of  Individual  Income  Tax 
Return,  April  25,  1945.  C.  B.  Spencer,  there- 
upon received  in  evidence  and  marked  Plain- 
tiff's Exhibit  No.  28.) 

Mr.  Jones:  There  are  some  tax  returns  for 
prior  years  that  I  want  to  refer  to  and  I  believe 
those  are  the  ones  that  you  said  at  the  pre-trial 
that  you  had  no  objection  [60]  to  presenting. 
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Mr.  Winter:  I  said  I  would  secure  them.  What 
returns  do  you  want? 

Mr.  Jones:     From  1937  to  and  including  1941. 

Mr.  Winter:    1937,  1938  and  1939,  C.  B.  Spencer? 

Mr.  Jones:     And  1940  and  1941. 

Mr.  Winter:  I  have  got  1937  through  1940,  in- 
clusive. 

Mr.  Jones:     Have  you  got  1941? 

Mr.  Winter :     No,  we  do  not  have  it. 

Mr.  Jones:  May  I  go  ahead  and  put  in  1941, 
the  one  that  is  missing,  in  evidence? 

Mr.  Garland:  We  would  like  to  make  inquiry 
of  the  purpose  of  these  earlier  returns.  What  is 
the  purpose  of  putting  those  in? 

Mr.  Jones :  Well,  we  want  to  show  his  income  in 
past  years  in  connection  with  the  argument  in  the 
case. 

Mr.  Garland:  Objected  to  on  the  ground  it  is 
incompetent,  irrelevant  and  immaterial.  I  don't 
know  what  argument  he  is  going  to  make,  but  we 
cannot  see  how  going  back  four,  five  or  six  or  eight 
years  has  anything  to  do  with  any  issue  here  at  all. 

Mr.  Jones:  This  may  be  a  little  premature  at 
this  time,  that  part  of  the  case,  but  it  also  does 
show  inconsistent  treatment  of  inventory  and  for 
that  reason  I  think  it  is  admissible  in  the  case,  your 
Honor.  [61] 

Mr.  Winter:  I  do  not  understand  we  have  any 
question  of  inventories  in  this  case. 

Mr.  Jones :     The  label  inventory. 
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Mr.  Winter:  Certainly,  these  returns  do  not  go 
to  this  label  inventory. 

Mr.  Jones:  If  we  show  we  treated  it  consist- 
ently, year  after  year,  charging  labels  to 
expense 

Mr.  Garland:  We  will  agree  they  were  charged 
to  expense.  There  is  no  use  cluttering  up  the  record. 

Mr.  Jones:  All  right.  I  want  that  later  in  con- 
nection with  your  case  in  chief.  You  may  cross- 
examine. 

Cross-Examination 

By  Mr.  Garland: 

Q.    What  is  your  full  name? 

A.     Cecil  Bond  Spencer. 

Q.  Mr.  Spencer,  when  did  it  occur  to  you  to 
look  upon  yourself  as  a  financier  of  corporations? 
When  did  it  cross  your  mind  that  you  were  in  that 
business?  A.     In  1943. 

Q.  When  did  you  first  show  your  business  as 
that  of  financing  corporations  on  your  income  tax 
returns  ? 

Mr.  Jones:     I  think  that  is  irrelevant. 

Mr.  Garland:    All  right. 

A.     I  would  have  to  leave  that  to  my  tax  attorney. 

Q.  (By  Mr.  Garland)  :  When  were  you  first 
advised  to  make  [62]  them  out  that  way,  to  show 
that  you  were  in  the  business  of  financing  corpo- 
rations ?  A.     Well 

Mr.  Jones:  There  is  no  evidence  that  he  has 
been  advised. 
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Mr.  Garland:  This  is  cross-examination,  if  the 
Court  please.  I  can  lead  him  on  cross-examination, 
I  believe,  and  cross-examine  him  generally  on  the 
proposition  here  presented  and  the  issues. 

(Pending  question  read.) 

A.  Those  matters  were  handled  by  my  tax 
attorney. 

Q.  (By  Mr.  Garland)  :  Did  you  ever  show  on 
your  return  that  you  were  in  the  business  of 
financing  corporations'? 

A.  I  would  have  to  leave  that  to  my  attorney 
to  answer. 

Q.  In  other  words,  if  it  was  proper  to  make  that 
declaratioii,  you  left  it  to  your  tax  accountants  to 
put  it  in,  is  that  right f    Is  that  right? 

A.     I  left  those  matters  all  to  my  tax  attorney. 

Q.  I  show  you  your  income  tax  return  for  the 
fiscal  year  ended  February  29,  1944,  and  call  your 
attention  particularly  to  Schedule  C-2,  and  ask  you 
to  read  what  it  shows  there  concerning  the  nature 
of  your  business. 

A.     Where  do  you  find  that? 

Q.  Schedule  C-2.  What  do  you  show  as  your 
business  ? 

A.  Business  name  "Spencer  Packing  Com- 
pany." [63] 

Q.  What  do  you  show  with  regard  to  the  nature 
of  your  business,  if  anything'? 

A.     There  is  nothing  that  is  to  indicate  it. 
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Q.  There  is  an  indication  there  that  something 
has  been  erased.  Do  yon  have  any  recollection 
concerning  that"?  A.     No,  sir. 

Q.     Is  there  an  indication  it  has  been  erased? 

A.     I  couldn't  state. 

Q.  You  are  looking  at  the  paper  which  has  been 
erased.    Do  you  know  anything  about  that? 

A.     No,  sir. 

Q.  I  will  show  you  your  income  tax  return  for 
the  next  fiscal  year,  the  fiscal  year  ended  Febru- 
ary 28,  1945.  There,  you  are  stating  your  occupa- 
tion for  the  first  time.    What  do  you  show  there? 

A.  Food  processing  plant,  rentals,  operation  and 
financing. 

Q.  That  is  the  year  of  these  carry-back  leases, 
isn't  it,  1945?  That  is  the  leases  you  want  to  carry 
back?  A.     That  is  right. 

Q.  Did  your  tax  counsel  tell  you  at  that  time 
in  order  to  carry  it  back  and  in  order  to  be  in  a 
position  to  make  that  argument,  you  would  have  to 
put  that  in  there? 

A.     I  had  nothing  to  do  with  it,  sir. 

Q.  What  companies  have  you  assisted  in  their 
financial  structure,  or  their  financing,  in  which  you 
did  not  own  stock?  [64] 

A.    Would  you  state  that  again? 

(Pending  question  read.) 

A.     None. 

Q.  Then,  you  have  never  financed  any  corpora- 
tion that  you  did  not  own  all  of  the  stock  except 
qualifying  shares?  A.     For  this  purpose,  yes. 
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Q.  What  is  your  answer  ?  Is  your  answer  quali- 
fied? A.     No. 

Q.     What  was  your  answer? 

A.     I  have  not  financed  any  other  operations. 

Q.  You  owned  all  the  stock  except  a  qualifying 
share  in  your  son-in-law  in  both  the  Dehydrators, 
Incorporated,  and  the  Yakima  Canning  Company, 
is  that  right*?  A.     No,  that  is  not  correct. 

Q.  Who  owned  the  stock,  first,  of  Dehydrators, 
Incorporated  ? 

A.  The  Dehydrators'  stock  was  owned  by  my- 
self, Bingham  Powell  and  C.  B.  Spencer,  Jr. 

Q.  How  many  shares  of  the  stock  of  the  Dehy- 
drators, Incorporated,  did  you  have  in  the  begin- 
ning and  throughout  all  times  until  its  liquidation? 
How  many  shares  did  you  have  in  that  corporation  ? 

A.     I  had,  I  think,  all  of  them  but  two. 

Q.     All  of  them  but  two?  A.     Yes. 

Q.  The  two  you  did  not  have  were  in  the  names 
of  your  [65]  son-in-law  and  your  son? 

A.    Yes. 

Q.  They  were  qualifying  shares  in  order  to  en- 
able them  to  be  directors,  is  that  right? 

A.     That  is  right. 

Q.  The  same  applies  to  the  Yakima  Corpora- 
tion? A.     No,  sir. 

Q.     Tell  us  about  that  one. 

A.  I  owned  the  majority  of  the  stock  in  tlie 
Yakima  Corporation. 

Q.     How  many  shares  did  you  own? 

A.     Probably  98. 
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Q.     Who  owned  the  other  two? 

A.     Fred  Briggs  and  Fred  Tesch. 

Q.     How  many  shares  each  did  they  have? 

A.  And  Bingham  Powell,  three.  They  had  a 
share  apiece. 

Q.     How  many  shares  outstanding,  100? 

A.     100  shares. 

Q.     You  owned  97  shares?  A.     Yes. 

Q.  And  they  owned  one  apiece  for  qualifying 
shares?  A.     I  believe  that  is  correct. 

Q.  You  were  President  of  Dehydrators,  Incor- 
porated? A.     Yes,  sir. 

Q.     Your  son-in-law  was  the  secretary?  [66] 

A.     Secretary-Treasurer. 

Q.     What  other  officers  did  you  have? 

A.     Vice-President. 

Q.     Who  was  that?  A.     My  son. 

Q.     Who  was  vice-president?  A.     My  son. 

Q.     How  old  was  he  then,  in  1943? 

A.  Oh,  in  '43  and  '18 — ^he  would  be  about 
twenty-five. 

Q.  So,  the  officers  of  Dehydrators,  Incorporated, 
were  comprised  of  yourself,  your  son  and  your  son- 
in-law  ?  A.     Correct. 

Q.     Who  were  the  directors?     A.     The  same. 

Q.     You  were  the  chairman  of  the  directors? 

A.     I  was  president. 

Q.     Who  were  the  officers  in  the  Yakima  plant? 

A.  T  was  president,  Bingham  Pov/ell  was — I  be- 
lieve the  records  will  show. 
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Q.     You  know  who  they  were. 

A.  That  has  been  several  years  ago.  I  think 
you  had  better  rely  on  the  records. 

Q.  Don't  you  know  who  the  officers  of  the 
Yakima  Corporation  were? 

A.     I  know  who  the  officers  were,  yes.  [67] 

Q.     Who  were  they? 

A.  They  were  Fred  Briggs,  Fred  Tesch,  Bing- 
ham Powell  and  myself. 

Q.     Who  were  the  directors 

A.     The  same. 

Q.     And  you  were  the  president?  A.     Yes. 

Q.  You  testified,  Mr.  Spencer,  that  you  spent 
approximately  a  third  of  your  time  on  business 
wliich  was  not  connected  with  the  management  of 
your  canneries  and  dehydrator  plant? 

A.     That's  right. 

Q.  You  mean  that  was  not  connected  with  the 
canneries  and  the  dehydrator  plant  or  connected 
with  the  management  thereof.  What  financing  did 
you  do  in  that  third  of  your  time  that  you  served 
during  this  period  as  an  officer  and  director  of 
those  companies?    What  did  you  do? 

A.    What  did  I  do? 

Q.     Yes. 

A.    Well,  I  arranged  financing  for  the  operations. 

Q.  Isn't  that  what  the  president  and  vice-presi- 
dent and  100  per  cent  stockholder,  so  to  speak, 
would  do  in  any  corporation  that  needed  financing? 

A.     That  is  what  thev  micjlit  attemT)t  to  do. 
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Q.  Would  their  efforts  be  directed  in  ttiat 
course,  to  that  end,  if  the  corporation  needed  finan- 
cial help?  [68]  A.     Correct. 

Q.  How  do  you  say  then,  Mr,  Spencer,  that  on 
the  one  hand  your  efforts  were  directed  to  an  enter- 
prise unassociated  with  your  presence  and  your 
management  of  those  canneries,  in  the  direction 
of  financing  the  companies?  Explain  how  that 
could  be. 

A.  That  was  part  of  the  provisions  in  the  leases 
of  these  plants  to  the  corporations. 

Q.  You  mean,  in  the  leases  you  agreed  and  guar- 
anteed the  obligations'? 

A.     No,  sir,  I  agreed  to  assist  in  financing. 

Q.  What  was  done  after  the  companies  were  set 
up?  What  did  you  do  in  that  direction,  other  than 
merely  drawing  on  the  bank,  on  the  ABC? 

A.  I  will  answer  that  in  this  way:  We  could 
not  get  finances  to  operate  the  corporations  and, 
in  order  to  obtain  finances,  I  had  to  mortgage  my 
personal  property  in  order  to  secure  them. 

Q.  You  owned  the  corporations,  didn't  you? 
You  owned  all  the  stock? 

A.     That  is  a  different  identity. 

Q.  Was  it  your  duty  to  finance  them  in  order 
to  protect  your  stock? 

A.  That  was  a  different  person;  that  was  a  cor- 
poration. 

Q.  But  you  owned  the  stock  in  the  corpora- 
tions? [69]  A.     Yes. 
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Q.  And  you  wanted  the  corporations  to  be  a 
success  so  that  you  would  enjoy  that  success  as  a 
stockholder,  isn't  that  true?  A.     Correct. 

Q.  And,  in  order  to  do  that,  you  had  to  arrange 
financing  for  them?  A.     Not  as  a  stockholder. 

Q.  They  could  not  have  operated  if  you  had  not 
raised  finances  for  them,  could  they? 

A.     That  is  right. 

Q.     Your  stock  would  have  been  worthless? 

A.     Yes. 

Q.     So,  you  did  it  to  protect  your  stock? 

A.  That  was  a  part  of  the  provisions  of  the 
lease,  that  I  was  to  do  that  as  an  individual. 

Q.     A  part  of  the  provisions  of  the  lease? 

A.     That  is  true. 

Q.  You  wanted  this  company  to  be  a  success. 
You  were  the  sole  stockholder?  A.     No,  sir. 

Q.     You  did  not  want  it  to  be  a  success? 

A.  I  wanted  it  to  be  a  success,  but  I  was  not 
the  sole  stockholder,  sir. 

Q.     You  say  you  were  not  the  sole  stockholder? 

A.     That  is  right. 

Q.  That  is  a  question.  What  you  did  was  to 
expand  your  credit  and  invest  that  money  to  make 
the  enterprise  Avork,  isn't  that  so? 

A.     That  is  correct. 

Q.  You  wanted  it  to  work  because  it  would  be 
money  in  your  pocket  if  it  did  work,  isn't  that  so? 

A.     That  is  right. 
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Q.  If  it  did  not  work,  tlie}^  could  not  pay  you 
the  lease  money  and  you  would  get  no  other  return 
from  the  corporation,  isn't  that  so? 

A.     That  is  correct. 

Q.  And,  in  order  for  all  that  to  happen,  it  had 
to  be  financed  ?  A.     That  is  right. 

Q.     So,  you  arranged  for  that  to  take  place? 

A.  I  agreed  to  do  that  in  the  lease,  when  I 
leased  it. 

Q.    You  did  that  for  that  purpose? 

A.  I  agreed  to  do  that  when  I  leased  the  prop- 
erties to  the  operating  companies. 

Q.  What  was  the  term  of  the  lease?  When  did 
It  expire?  Did  it  have  any  expiration  date,  do  you 
know?  A.     I  don't  remember. 

Q.  So,  you  finally  decided  that  it  was  not  a 
profitable  enterprise,  either  from  your  standpoint 
as  a  stockholder  [71]  or  receiving  rentals,  isn't 
that  so?  A.     Yes. 

Q.     So,  when  that  happened,  you  closed  up? 

A.     I  sold  out. 

Q.  What  was  your  net  worth  on  March  1,  1943, 
do  you  know? 

A.  I  don't  know.  You  will  have  to  ask  my  ac- 
countants. 

Q.  Were  you  in  a  financial  position  to  operate 
these  canneries  independent  of  the  corporations,  or 
to  finance  the  corporations  yourself? 

A.     The  records  will  indicate  that. 

Q.     Can't  3^ou  answer  that   question? 

A.  Apparently  so.  All  corporations  were  oper- 
ating. 
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Q.  But  they  were  operating  on  an  agreement 
with  the  banker,  were  they  not,  which  you  guaran- 
teed? A.     Yes. 

Q.  You  had  not  the  money  to  operate  them  inde- 
pendent of  the  banker*?  A.     No. 

Q.  You  were  not  in  a  position  to  finance  these 
companies,  is  that  right '? 

A.  Not  independently,  sir.  I  don't  know  of  any- 
one w^ho  is. 

Q.  When  3^ou  organized  these  companies,  you 
knew  you  had  to  raise  mone}^  for  them  one  way  or 
another  in  order  that  they  might  even  get  started? 

A.  I  knew  money  must  be  secured  to  operate 
them.  [72] 

Q.  So,  you  extended  your  credit  for  that  pur- 
pose? 

A.  That  was  the  arrangement  at  the  time.  It 
was  not  necessary  if  the  corporations  could  secure 
it  otherwise. 

Q.     How  could  they  secure  it  otherwise? 

A.  Well,  if  the  banks  would  advance  the  cor- 
porations the  money. 

Q.  Didn't  the  corporations  have  independent 
credit  enough  to  go  to  a  bank  to  get  money  to  start 
operating?  A.     That  has  been  done. 

Q.  Could  it  have  been  done  in  these  cases,  in 
connection  with  these  corporations? 

A.     It  w^as  not  done  in  this  case,  no. 

Q.     Could  it  have  been  done? 

A.  It  was  not  possible.  We  exhausted  every 
source. 
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Q.  They  did  not  have  assets  for  that  purpose 
when  they  were  incorporated? 

A.     That  is  right. 

Q.  So  the  only  way  in  the  world  they  could  get 
started  was  for  you  to  assist  them  in  the  financing 
of  it?  A.     It  so  appears. 

Q.  That  is  right.  You  knew  that  when  you 
organized  them,  didn't  you?  A.     No,  sir. 

Q.  Do  you  mean  to  say  that  when  you  organ- 
ized these  corporations  you  thougth  the  corporations 
could  go  out  and  get  credit  [73]  on  their  own? 

A.    Yes. 

Q.     You  thought  that?  A.    Yes. 

Q.  Why  was  there  any  occasion  for  you  to 
guarantee  their  accounts? 

A.  Simply  as  a  guarantee  that  I  would  assist 
them. 

Q.  What  reason  did  you  have  to  think  the  bank 
would  loan  you  enough  money  to  get  started  in 
these  canneries  on  these  growers'  contracts? 

A.  I  don't  believe  that  is — how  did  I  start  the 
original  business? 

Q.     I  am  sure  I  don't  know. 

A.     This  is  the  same  deal. 

Q.     What  do  you  mean,  the  same  deal? 

A.  I  started  the  original  plant  in  Lebanon  on 
the  same  basis. 

Q.     What  basis?  A.     No  financing. 
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Q.  No  financing'?  My  question  was:  Did  you 
expect  these  corporations  to  finance  themselves  on 
the  strength  of  these  growers'  contracts'?  That  is 
all  they  had  when  they  started? 

A.     That  is  right. 

Q.     You  knew  you  had  to  finance  them*? 

A.  I  was  not  positive,  no.  I  built  up  one  busi- 
ness on  that  [74]  basis. 

Q.  When  the  Yakima  Corporation  liquidated  in 
1945,  all  the  obligations  there  were  yours,  were  they 
not?  All  the  obligations  of  the  company  were  held 
by  you,  is  that  so?  A.     No,  that  wasn't  so. 

Q.     Well,  who  held  them  ? 

A.     Various  creditors. 

Q.     To  what  extent?    Who  is  one  of  them? 

A.     I  was. 

Q.     To  what  extent? 

A.     Oh,  the  books  will  indicate. 

Q.     Do  you  recall?  A.     I  do  not. 

Q.  Isn't  it  correct  that  you  paid  $78,864.74  of 
the  obligations  yourself? 

A.  That  is  probably  so.  The  books  will  tell  that. 
I  don't  remember  those  figures,  though,  sir. 

Mr.  Garland:  Give  him  the  books.  Let  him 
testify  from  it. 

A.     I  am  not  familiar  with  the  books,  sir. 

Q.    Would  you  say  that  figure  is  approximate? 

A.     I  ])elieve  that  is  the  fisrnre. 
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Q.  There  were  miscellaneous  headings  in  your 
books  called  "Miscellaneous  Accounts"  that  you 
held,  $30.22.  Do  you  intend  to  leave  the  impression 
here  with  the  Court  that  you  [75]  did  not  hold  these 
obligations  of  the  Yakima  Company  when  it  was 
obligated?  You  had  reference  to  the  $30.22,  is  that 
right?  A.     Apparently  so. 

Q.  You  apparently  did.  That  was  the  Yakima 
Corporation  we  were  talking  about.  What  about 
the  Dehydrators,  Incorporated?  When  they  liqui- 
dated, is  it  true  you  held  $45,635.41  of  the  obliga- 
tions? A.     The  books  will  indicate  that. 

Q.     Would  you  say  that  is  approximately  correct  ? 

A.     If  that  is  on  the  report,  that  is  true. 

Q.  American  Business  Credit  held  $46,567.17 
and  Miscellaneous  $4,786.73,  so  all  except  $30.22  of 
the  obligations  of  the  Yakima  Corporation  were 
yours?  You  held  them?  Most  of  that  was  accrued 
rental,  was  it  not,  unpaid  rent? 

A.     I  assume  that  is  correct. 

Q.  As  to  the  obligations  of  Dehydrators,  Incor- 
porated, in  that  period,  that  was  mostly  unpaid 
rent,  is  that  right? 

A.     I  would  not  say  that  is  true,  no. 

Q.     Do  you  know  anything  to  the  contrary? 

A.  I  think  a  good  share  of  it  was  lost  in  the 
operation. 

Q.     Is  that  reflected  in  the  ABC  aceoimt? 

A.  I  wouldn't  know.  That  is  handled  by  my 
accountants. 
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Q.  In  other  words,  you  had  two  corporations, 
you  knew  that,  that  liquidated  their  obligations, 
most  of  which  were  yours.  [76]  You  not  only 
owned  all  the  stock;  you  were  manager  and  presi- 
dent and  director;  yet,  you  say  you  loaned  money 
to  these  corporations  and  you  are  not  in  the  canning 
business — you  are  in  the  financino:  business,  is  that 
what  you  say*?  A.     That  is  right. 

Q.  You  made  that  contention  for  tax  purposes 
for  the  first  time  when  it  became  an  advantage  to 
do  so,  that  is  right,  isn't  it? 

A.     I  left  that  to  my  tax  accountants. 

Q.     Do  you  know  Alice  Berry? 

Mr.  Jones:  If  the  Court  please,  that  is  ob- 
jected to. 

The  Court :     That  question  is  proper. 

Q.  (By  Mr.  Garland) :  Do  you  know  Alice 
Berry,  also  known  as  Alice  Berry  Spencer? 

A.     I  claim  immunity  against  self-incrimination. 

Q.     Would  it  be  incriminating  to  know  her? 

Mr.  Garland:  If  your  Honor  please,  I  think  we 
are  entitled  to  have  that  answered. 

The  Court:  No  use  going  any  further.  He  is 
granted  the  privilege. 

Q.  (By  Mr.  Garland)  :  Do  you  know  Harold 
G.  Bauer?  A.     Yes,  sir. 

Q.     Did  you  get  him  started  in  business? 

A.     I  assisted  him. 

Q.     Is  he  still  your  selling  agent?  [77] 

A.     No,  sir. 
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Q.    At  any  time,  was  he  your  selling  agent  % 

A.     He  was. 

Q.  Didn't  he  handle  substantially  all  the  produce 
and  sales 

Mr.  Jones:  At  this  point,  may  the  witness  be 
considered  a  witness  for  the  Government? 

Mr.  Garland:  Yes,  we  will  consider  him  our 
witness,  if  the  Court  please,  under  Rule  43(b), 
Rules  of  Civil  Procedure,  which  gives  the  power 
to  cross-examine  him,  since  he  is  a  part  to  this  liti- 
gation. If  we  are  out  of  order  and  your  Honor 
would  rather  wait  until  after  the  plaintiff  rests,  we 
would  be  glad  to  do  that,  your  Honor. 

Mr.  Jones:     I  don't  care  what  order  you  take. 

Mr.  Garland:     Are  you  familiar  with  that  rule? 

Mr.  Jones:  Yes,  but  he  is  your  witness;  that 
is  all. 

Mr.  Garland:     Under  that  rule,  yes. 

Q.  You  paid  him  commissions  for  the  sale  of 
your  canned  goods'?  A.     Correct. 

Q.  During  all  the  period  here  involved.  When 
did  you  start? 

A.  When  did  we  begin  with  Harold  Bauer,  you 
mean? 

Q.     That  is  right. 

A.     We  started  doing  business  in  1941.  [78] 

Q.  And  you  continued  until  now?  You  have 
continued  until  now^?  A.     Yes,  sir. 

Q.  Do  you  have  that  arrangement  at  present? 
That   arrangement   is   current?  A.     Yes,   sir. 
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Q.  Do  you  have  any  idea  of  the  commissions 
you  paid  or  your  company  paid  Mr,  Bauer  during 
your  fiscal  year  1943? 

A.     Five  per  cent  of  sales. 

Q.     Five  per  cent  on  all  sales? 

A.     Yes.    What  year  did  you  state? 

Q.     What  is  that? 

A.     What  year  did  you  state  ? 

Q.     Well,  your  fiscal  year  1943? 

A.     That  is  right. 

Q.     The  same  thing  in  1944? 

A.     That  is  right. 

Q.     And  1945? 

A.  1941 — what  I  was  getting  at,  in  1941  he  did 
not  handle  the  entire  sales. 

Q.  He  started  handling  the  entire  sales  in  1942, 
is  that  right?  A.     That  is  right. 

Q.  And  since  then,  and  through  1945,  he  handled 
the  entire  sales?  [79] 

A.     In  a  satisfactory  manner,  yes. 

Q.  Do  your  records  here  reflect  the  amount  of 
commissions  paid  to  Mr.  Bauer? 

A.  I  believe  they  will  show  the  amount  of  bro- 
kerage paid. 

Q.  Do  you  know  the  amount  of  commissions 
during  that  time?  A.     No,  sir. 

Q.     Have  you  any  idea?  A.     No,  sir. 

Q.  How  did  you  happen  to  select  Mr.  Bauer  to 
handle  your  accounts? 
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A.  Because  I  thought  he  was  a  bright,  capable 
young  man  and  his  past  performance  in  working 
for  other  people  demonstrated  to  me  he  would  be 
a  good  man  to  work  on  his  own. 

Q.  Is  it  not  true  that  you  required  him  to  turn 
over  a  certain  amount,  namely  10  per  cent  of  the 
amount  of  his  commissions,  received  from  the  sale 
of  products  you  manufactured  to  Alice  Berry 
Spencer  ? 

A.  I  had  nothing  to  do  with  it,  sir.  I  had 
nothing  to  do  with  the  operation  of  his  business. 

Q.  Isn't  it  true  that  you  made  known  to  him 
that  was  a  necessary  requisite  for  him  to  get  your 
business?     Isn't  that  true? 

A.  Yes,  that  was  the  agreement  with  him,  when 
he  formed  this  company,  this  sales  organization, 
that  he  would  give  [80]  her  a  substantial  interest 
in  the  business. 

Q.    Why  did  he  do  that,  do  you  know? 

A.     In  order  for  him  to  start  in  business. 

Q.  In  order  for  him  to  get  your  account,  isn't 
that  right?  A.     That  is  right. 

Q.  Why  were  you  interested  in  Alice  Berry 
Spencer  receiving  that  amount  of  money? 

The  Court:  Don't  ask  any  more  of  those  ques- 
tions.    The  man  is  entitled  to  privilege. 

Mr.  Garland:  If  the  Court  please,  we  have  got 
to  prove  this  case. 

The  Court:     You  can't  prove  it  by  him. 
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Mr.  Garland:  We  cannot  prove  it  by  him,  that 
is  true.  However,  I  want  some  advice  as  to  how 
far  your  Honor's  ruling  goes.  Do  I  understand 
we  are  not  to  question  him 

The  Court:  You  cannot  convict  any  man  under 
American  and  English  law  on  his  own  testimony, 
or  anything  that  is  degrading  to  him,  or  that  bears 
on  the  commission  of  a  crime.  You  know  that  and 
Mr.  Winter  knows  it.  There  is  no  need  to  play 
around  with  that  question.  I  won't  have  it.  You 
have  got  to  prove  your  point  some  other  way. 

Mr.  Garland :  I  am  merely  endeavoring  to  ascer- 
tain how  far  the  ruling  went. 

The  Court :  It  is  self-evident  that  it  goes  to  any- 
thing that  leads  to  that  point.  [81] 

Mr.  Garland:     That  is  all. 

Mr.  Jones :  There  is  one  thing  before  the  witness 
leaves  the  stand,  that  of  putting  into  evidence  these 
contracts  that  refer  to  the  ABC.  I  am  offering 
them  in  evidence. 

Mr.  Winter :     What  are  the  numbers  on  them  ? 

The  Court:     Step  down. 

Mr.  Garland :  May  I  make  this  observation  ?  We 
make  no  objection  to  8,  9  and  10,  except  the  way 
in  which  they  are  designated  here  as  "Accounts 
Receivable."  We  vrant  it  miderstood  we  will  not 
be  affected  by  the  designation. 

Mr.  Jones:     No. 

Mr.  Garland:  There  is  no  significance  in  the 
way  they  are  designated? 

Mr.  Jones :     No,  not  at  all. 
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The  Court:     Admitted. 
Mr.  Jones :    We  would  like  to  have  No.  7  included. 

(Copy  of  contract  dated  October  4,  1943,  be- 
tween Spencer  Packing  Company  of  Lebanon 
and  American  Business  Credit  Corporation 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  7.) 

(Copy  of  contract  dated  October  4,  1943,  be- 
tween Spencer  Packing  Company  of  [82] 
Lebanon  and  American  Business  Credit  Cor- 
poration, thereupon  received  in  evidence  and 
marked  Plaintiff's  Exhibit  No.  8.) 

(Copy  of  contract  dated  November  23,  1943, 
between  Spencer  Dehydrators,  Inc.,  and  Ameri- 
can Business  Credit  Corporation,  thereupon 
received  in  evidence  and  marked  Plaintiff's 
Exhibit  No.  9.) 

(Copy  of  contract  dated  February  10,  1944, 
between  Spencer  Packing  Company  of  Yakima 
and  American  Business  Credit  Corporation, 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  10.) 

Mr.  Jones:  And  we  also  offer  Plaintiff's  Pre- 
Trial  Exhibit  No.  11,  contract  between  Spencer 
Packing  Company  of  Yakima  and  the  ABC. 

The  Court:     Admitted. 

(Copy  of  contract  dated  February  10,  1944, 
between  Spencer  Packing  Company  of  Yakima 
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and  American  Business  Credit  Corporation, 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  11.)  [83] 

FREDERICK  JOHNSON 

was  thereupon  produced  as  a  witness  on  behalf 
of  the  plaintiff  and,  being  first  duly  sworn,  was 
examined  and  testified  as  follows: 

Direct  Examination 
By  Mr.  Jones : 


Q 


State  your  full  name  for  the  record. 


A.     Frederick  Johnson. 

Q.     What  is  your  business? 

A.     I  am  an  accountant. 

Q.     CPA!  A.    Yes. 

Q.     Where  did  you  go  to  school  to  study  that? 

A.     I  graduated  from  the  University  of  Oregon. 

Q.  Are  you  a  member  of  a  state  board  or  asso- 
ciation of  CPA's? 

A.  I  am  a  member  of  the  Oregon  State  Society 
of  Certified  Accountants  and  an  associate  member 
of  the  American  Institute  of  Accountants. 

Q.  How  long  have  you  been  engaged  in  the 
business — first,  before  that,  what  was  the  nature 
of  your  work  or  what  is  the  nature  of  your  work 
as  a  CPA? 

A.  I  examine  and  analyze  accounts,  accounting 
records. 
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Q.     For  whom  are  you  employed  at  this  time? 

A.     Mr.  Robert  T.  Jacob. 

Q.     How  long  have  you  been  employed  by  him? 

A.     Approximately  two  and  a  half  years. 

Q.  For  whom  have  you  worked  other  than  for 
Mr.  Jacob? 

Mr.  Garland:     Objected  to  as  incompetent. 

A.  I  worked  for  the  Federal  Government  prior 
to  that  and  with  Price,  Waterhouse  &  Company  for 
eleven  years  prior  to  that. 

Q,  (By  Mr.  Jones)  :  Did  you  make  an  exami- 
nation of  the  books,  vouchers  and  records  of  the 
Spencer  Packing  Company  of  Lebanon? 

A.    Yes. 

Q.  For  the  fiscal  years  ending  February  28, 
1943,  February  28,  1944,  and  February  28,  1945? 

A.     Yes. 

Q.  And  for  the  same  period,  did  you  examine 
such  records  and  books  of  the  Spencer  Packing 
Company  of  Yakima?  A.     I  did. 

Q.     And  Spencer  Dehydrators,  Inc.? 

A.    Yes. 

Q.  And  the  personal  accounts  of  Mr.  C.  B. 
Spencer?  A.     Yes. 

Q.  Some  of  which  are  prior  to  this  time  imder 
the  name  of  C.  B.  Spencer,  doing  business  as  the 
Spencer  Packing  Company  ? 

A.     That  is  correct. 

Mr.  Winter:  May  I  inquire  the  nature  of  Mr. 
Johnson 's  testimony  ?  Is  it  with  respect  to  account- 
ing issues? 
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Mr.  Jones :  I  am  qualifying  him  to  show  that  he 
inspected  [85]  the  books  and  records  and  that  they 
are  summarized  by  the  statement  taken  from  the 
books. 

Mr.  Garland :  Let  us  see  your  statement.  Maybe 
we  can  agree  on  it. 

Mr.  Jones:  I  will  give  you  a  copy  out  of  my 
file. 

Mr.  Garland:  Have  it  identified.  It  will  not 
take  any  longer  than  to  have  my  man  look  it  over. 

Mr.  Jones :  I  am  going  to  hand  this  witness  Pre- 
Trial  Exhibits  35  and  36,  44,  48,  50,  53,  56  and  58. 

Mr.  Garland :  We  would  like  to  say,  your  Honor, 
that  these  are  statements  prepared  by  this  account- 
ant. We  want  to  expedite  this  file,  but  we  camiot 
agree  to  these,  particularly  No.  58,  summary  of 
0.  B.  Spencer's  bad  debt  account,  Dehydrators, 
Inc.,  and  Yakima  Corporation.  If  that  is  typical 
of  what  they  contend,  we  would  like  to  scrutinize 
them  carefully. 

Mr.  Jones :  Wait  until  I  finish  with  the  witness, 
please.  Mr.  Bailiff,  will  you  hand  these  exhibits 
that  I  have  mentioned  to  the  witness  ? 

(Documents  handed  to  the  witness.) 

Q.     (By  Mr.  Jones):     Did  you  prepare  those? 

A,     Yes,  sir. 

Q.  Will  you  state  where  you  got  the  inforiru'ition 
for  their  preparation? 

A.  From  the  books  and  records,  nnd  supporting 
data   of   Spencer   Dehydrators,   Inc.,   the    Spencer 
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Packing  Company  of  [86]  Yakima,  C.  B.  Spencer 
and,  to  a  certain  extent,  from  the  records  of  the 
Spencer  Packing  Company  of  Lebanon. 

Q.  I  would  like  you  to  look  at  this  pile  of  books 
on  the  table  here  and  see  if  these  are  the  records 
to  which  you  refer.  You  will  have  to  look  at  thr- 
numbers  on  them.  Maybe  you  had  better  step  down 
to  the  table  and  look  at  them.  The  records  you  are 
looking  at  are  Pre-Trial  Exhibits  29,  30,  31,  32  r.nd 
33.    You  may  resume  the  witness  stand. 

A.  I  used  those  books  there,  but  it  is  possible 
some  of  these  other  records  on  the  table  were' also 
used.   I  mean  the  other  ledgers  also.  .\i 

Q.  Would  you  make  sure  because,  if  they  were 
used,  we  have  got  to  offer  them  in  evidence  if  these 
are  admitted.  Make  sure  before  you  go  on.  No.  34 
was  omitted.   Is  the  other  one  you  mentioned  this? 

A.     Yes,  sir. 

Q.     Will  you  answer  the  question,  now? 

Mr.  Winter:  These  growers'  contracts  were  for 
one  year  only.    I  want  to  be  clear  on  that  point. 

A.  Yes,  these  statements  were  prepared  from 
Exhibits  29  to  33,  I  believe. 

Q.     (By  Mr.  Jones):     34? 

A.     And  34,  yes. 

Q.  Now,  I  am  also  going  to  hand  you  the  fol- 
lowing pre-trial  exhibits  and  ask  you  if,  insofar  as 
you  were  alile  to  find  [87]  vouchers  to  support  the 
book  entries,  if  they  are  the  vouchers  summarized 
on  those  statements?    I  will  read  the  numbers  off 
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to  you  here:  37;  39  and  40,  41,  43,  45,  46,  47,  49, 
51,  52,  54,  55,  57.    If  I  omitted  41  and  43,  I  mean 
to  include  them.   Add  No.  38  to  that  group.   What 
is  your  answer  to  that  question? 

A.     I  believe  that  is  correct. 

Q.     Is  it  correct  or  not?  Look  at  them  until  you 
know. 

A.     I  would  have  to  check  each  one  of*  these  in 
detail  to  do  that. 

Q.     Are  you  acquainted  with  the  vouchers? 

A.     Yes,  I  am. 

Q.     Arc    they    the    vouchers    that    support    the 
statements?  A.     I  am  sure  they  are. 

Q.     Just  take  a  look  at  them  for  a  minute. 

The  Court:     Take  him  off  the  stand  while  he  is 
looking-  at  them  and  put  on  another  witness. 

Mr.  Garland:     I  would  like  to  ask  the  purpose 
of  this. 

The  Court:     Go  and  make  a  check  of  them  and 
then  you  can  have  them  admitted. 

Mr.  Jones:     Call  Mr.  Powell. 

(Witness  temporarily  excused.)    [88] 

BINGHAJVI  POWELL 

was  thereupon  produced  as  a  witness  on  behalf  of 
the  plaintiff  and,  being  first  duly  sworn,  was  ex- 
amined and  testified  as  follows: 

Direct  Examination 
By  Mr.  Jones: 

Q.     Will  you  give  your  full  name  and  address 
to  the  Clerk. 
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Q.  Just  speak  a  little  louder,  please.  Where  are 
you  employed? 

A.     Spencer  Packing  Company. 

Q.  How  long  have  you  been  employed  there? — 
either  by  Mr.  Spencer  or  as  an  individual  or  by 
some  corporation  or  company  that  he  has  been 
interested  in?  A.     Since  August,  1942. 

Q.  Prior  to  being  employed  by  him,  for  whom 
did  you  work? 

A.  Ladd  &  Bush  Branch  of  the  U.  S.  National 
Bank. 

Q.     Where?  A.     In  Salem. 

Q.  What  experience  have  you  had  as  a  book- 
keeper ? 

A.     Approximately  ten  years  with  various  banks. 

Mr.  Garland :     We  will  agree  to  his  qualifications. 

Q.  (By  Mr.  Jones)  :  What  relation  are  you  to 
Mr.  Spencer?  A.     His  son-in-law. 

Q.  How  long  have  you  been  married  to  his 
daughter?  A.     About  seven  years.    [89] 

Q.  What  was  your  office,  if  any,  elective  office, 
in  the  Spencer  Packing  Company  of  Lebanon? 

A.     Secretary-Treasurer. 

Q.  And  in  the  Spencer  Dehydrators,  Incorpo- 
rated? A.     The  same. 

Q.  And  in  the  Spencer  Packing  Company  of 
Yakima  ?  A.     Same. 

Q.  What  did  your  duties  consist  of  as  secretary- 
treasurer  of  those  three  corporations? 

A.  Well,  all  duties  which  would  normally  fall  to 
those  classifications;  secondarily  responsible  for  all 
the  records  of  the  corporation. 
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Q.  Who  supervised  the  bookkeeping  of  the 
corporation?  A.     I. 

Q.     Did  you  do  any  of  it  personally? 

A.     I  kept  Mr.  Spencer's  personal  books. 

Q.  And  you  supervised  the  books  of  the  cor- 
porations ?  A.     Yes. 

Q.  Would  you  step  down  and  take  a  look  at 
those  books  so  you  can  identify  them,  Exhibits  29 
to  34?  Look  at  those  so  we  will  know  what  we  are 
talking  about. 

Are  you  acquainted  with  the  transactions  re- 
corded in  those  books  during  the  years  you  were 
employed?  A.     Yes,  sir. 

Q.  Have  you  gone  back  and  examined  into  those 
years  in  [90]  connection  with  your  work? 

A.  In  connection  with  my  work  it  was  necessary 
to  go  back  to  1942. 

Q.  Do  you  know^  whether  oi-  not  Mr.  Spencer 
ever  made  any  agreement  with  Spencer  Dehydra- 
tors,  Inc.,  concerning  the  accounts  it  owed  to  the 
Lebanon  Corporation? 

A.     There  was  a  definite  agreement. 

Mr.  Winter:  He  asked  you  whether  you  knew 
or  not.  A.     Yes. 

Q.  (By  Mr.  Jones)  :  Will  you  give  us  the 
details  of  it? 

Mr.  Winter:  We  want  to  know  the  time  and 
place  and  who  was  present. 

The  Court:  He  cannot  do  it  all  at  once.  Go 
ahead.   Answer  the  question. 
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A.  About  the  time  that  the  corjjorations  were 
formed,  I  definitely  discussed  the  problem,  and 
again  from  the  standpoint  of  an  officer  of  the  cor- 
porations, as  to  how  any  moneys  advanced  by  one 
corporation  to  the  other  should  be  treated,  and  it 
was  definitely  set  forth  that  where,  upon  Mr.  Spen- 
cer's instructions,  moneys  were  advanced  by  one 
corporation  to  be  used  by  another,  that  money 
should  first  be  repaid  by  the  corporation  which  re- 
ceived it  but  it,  for  any  reason,  it  was  unable  to 
do  so,  Mr.  Spencer  would  pay  those  funds  back. 

Q.  (By  Mr.  Jones) :  When  did  this  conversa- 
tion take  place  between  you  and  Mr.  Spencer  ?   [91] 

A.  The  best  I  can  say  on  that  is  it  was  approxi- 
mately the  time  the  corporations  were  formed. 

Q.     Where  did  it  take  place? 

A,  The  initial  discussion  must  have  been  in  the 
office  of  Lebanon,  where  most  of  the  things  were 
done. 

Q.  How  were  the  affairs  of  the  corporations  con- 
ducted with  respect  to  that  imderstanding  I 

A.  They  were  conducted  that  way,  definitely;  as 
a  program  to  be  arrived  at.  That  was  a  conclusion 
that  we  took  up  or  acted  towards. 

Q.     Both  corporations  understood  it? 

A.     That  is  right. 

Q.     And  was  it  followed  consistently? 

A.     It  was. 

Q.  There  are  some  exhibits — I  will  have  to  hold 
up  a  moment.  Counsel  is  looking  at  them,  but  I 
think  we  can  go  along  with  something  else.   Do  you 
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know  what  activities  Mr.  Spencer,  the  plaintiff  in 
this  case,  engaged  in,  if  any,  in  addition  to  his  duties 
as  a  corporate  of&cer  ?  A.     Yes. 

Q.     Would  you  state  them? 

A.  He  engaged  in  all  of  the  activities  which  were 
necessitated  in  enlarging  and  improving  the  various 
plants  which  he  was  leasing  to  those  corporations. 
He,  further,  was  responsible  for  arranging  the 
finances  of  those  corporations.   [92] 

Q.  Can  you  give  us  any  idea  of  the  value  of  the 
additions,  if  any,  he  made  to  the  phmts  during  the 
years  he  was  leasing  them? 

A.  Well,  of  course,  the  actual  figures  are  in  the 
records,  but  I  know  it  was  better  than  a  hundred 
thousand. 

Q.  Do  you  know  of  your  own  knowledge  what 
understanding,  if  any,  existed  between  the  corpo- 
rations and  Mr.  Spencer  with  respect  to  signing 
notes  for  the  corporations?  A.     Yes,  sir. 

Q.     Would  you  state  it? 

A.  If  for  any  reason,  well,  a  corporation  re- 
ceived money  from  a  note,  the  corporation  was  to 
pay  them  back.  If  they  could  not  pay  them  back, 
he  would  do  so. 

(Answer  read.) 

Q.  How  were  the  affairs  of  the  corporations 
during  this  period  of  time  conducted  with  relation 
to  that? 

A.     They  were  conducted  in  that  manner. 

Q.     Consistently?  A.     Yes. 
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Q.  Do  you  know  anything  about  the  labels,  or 
were  you  there  at  the  end  of  the — ^no,  you  were  not 
there  at  the  end  of  the  fiscal  year  ending  February, 
1943,  were  you'? 

A.     Yes.   You  say  the  end  of  the  year? 

Q.  Do  you  know  anything  about  inventories  of 
labels  that  were  on  hand  at  the  end  of  that  year? 

A.     Yes,  sir. 

Q.  Will  you  explain  what  you  know  about  those 
and  how  those  were  handled? 

A.  Well,  I  know  that  the  labels  were  definitely 
charged  off,  written  off  as  being  valueless.  Subse- 
quently, some  of  those  had  been  used.  The  reason 
for  their  use  is  the  fact  that  there  was  a  shortage 
of  labels  and  labels  were  not  available,  and,  so,  there 
had  been  an  imprinting  done  on  those  labels  which 
could  be  modified  to  be  used ;  there  are  others  which 
are  of  the  wrong  size  and  which  still  cannot  be  used. 
There  is  also  the  fact  that  they  are  stored  in  the 
buildings  which  are  not  heated  and  there  is  some 
loss  over  a  period  of  time  from  moisture  and  so 
forth. 

Q.  Can  the  labels  that  were  included  in  that  in- 
ventory be  used  without  having  new  work  done  on 
them?  A.     No. 

Q.  When  they  were  written  off  at  the  end  of  the 
year,  February  28,  1943,  were  they  regarded  as 
having  any  value  at  ail  to  the  company? 

A.     They  were  regarded  as  worthless. 
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Q.  Are  you  able  to  state  into  the  record  at  this 
time  Mr.  Spencer's  net  worth  from  any  records 
before  us? 

A.    His  net  worth,  at  what  time? 

Q.     During  the  spring  of  1943? 

A.     From  these  records,  yes.   [94] 

Q.  Will  you  come  down  and  take  such  records 
as  you  need  from  the  books,  and  read  it  into  the 
record  ? 

The  Court:  Don't  you  have  a  financial  statement 
around  there  some  place,  a  copy  of  it? 

Mr.  Jones:     No,  because  we  only  want  to  put  in 

the  income,  expense  and  the  nature  of  these  bills. 

* 

The  Court:     You  won't  find  it  in  his  books? 

A.     Yes,  he  has  an  account  of  that. 

The  Court:  You  know  how  much  it  is.  How 
much  was  he  worth?  A  hundred  thousand  or  two 
hundred  thousand  or  what? 

A.     It  was  better  than  a  hundred. 

Mr.  Jones:  You  read  that  from  Pre-Trial  Ex- 
hibit 33? 

Mr.  Garland:     '43  or  '33? 

Mr.  Jones:     '43. 

A.     Testifying  from  Exhibit  33  and  Exhi])it  31. 

Q.     (By  Mr.  Jones)  :     What  do  they  show? 

A.     $37,000  plus  $65,000. 

Mr.  Jones:  We  will  offer  those  two  exhibits  in 
evidence. 

Mr.  Garland:     Objected  to. 

Mr.  Jones:  We  will  offer  in  evidence  at  this 
time  Pre-Trial  Exhibits  29  to  34,  inclusive. 

The  Court:     Admitted. 
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(Books  of  account  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibits  No.  29 
to  No.  34,  inckisive.)    [95] 

Mr.  Jones:  I  would  like  to  have  Mr.  Johnson 
resume  the  stand. 

FREDERICK  JOHNSON 

having  been  previously  duly  sworn,  resumed  the 
stand  as  a  witness  in  behalf  of  the  plainti:ff,  and 
further  testiflied  as  follows: 

Direct  Ejxamination 
(Continued) 
By  Mr.  Jones : 

Q.  Mr.  Johnson,  have  you  carefully  checked  the 
pre-trial  exhibits,  which  are  in  the  nature  of  vouch- 
ers, against  the  statements  you  have  prepared  *? 

A.     Yes,  sir. 

Q.  Are  all  of  the  vouchers,  the  exhibits  in  your 
hands  there,  that  go  to  support  the  statements  and 
book  entries  from  which  you  got  your  figures? 

A.     All  that  could  be  located  are  here. 

Q.  Did  you  make  any  search  to  find  any  that 
could  not  be  located  ?  A.     Yes,  sir. 

Q.     About  how  much  time  did  you  spend  on  it? 

A.  I  specifically  spent  half  a  day  and  then  I 
was  searching  for  these  missing  records  at  the  time 
I  was  looking  for  others  which  were  found. 
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Q.     Who  helped  you  in  your  search? 

A.     Mr.  Bingham  Powell. 

Q.  All  of  the  vouchers  that  could  be  found  are 
there?  [96]  A.     That  is  correct. 

Q.  Do  the  statements  that  you  made  directly 
reflect  the  figures  that  are  on  those  books,  Pre-Trial 
Exhibits  29  to  34,  the  statements  you  have  in  your 
hand?  Do  they  correctly  reflect  the  figures  as  you 
found  them  in  the  books?  A.     Yes. 

Q.  Pre-Trial  Exhibit  35  is  a  balance  sheet,  pur- 
ports to  be  a  balance  sheet,  is  that  right? 

A.     That  is  right. 

Q.  A  balance  sheet  of  the  Spencer  Dehydrators 
just  prior  to  when  the  corporation  was  liquidated, 
is  that  correct?  A.     That  is  correct. 

Q.  The  figures  are  all  correct  and  supported  by 
the  documents  you  have  mentioned? 

A.     As  far  as  the  documents  are  available. 

Q.  Then,  Exhibits  35,  42,  44  and  48  are  sum- 
maries or  detailed  statements  of  the  liability  shown 
on  the  balance  sheet,  is  that  correct? 

A.     Yes,  of  Spencer  Dehydrators,  Incorporated. 

Q.  Pre-Trial  Exhibits  53,  56  and  58  are  detailed 
statements  of  certain  of  the  liabilities  appearing  on 
those  balance  sheets,  is  that  correct? 

A.  Does  not  include  58.  It  is  correct,  exclud- 
ing 58. 

Q.     They  stop  with  56? 

A.     Tliat  is  correct?   [97] 
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Q.  On  the  first  balance  sheet  mentioned,  Pre- 
Trial  Exhibit  35,  the  back  overdraft  is  not  shown, 
but  do  you  have  the  bank's  own  statement  to  support 
that?  A.     That  is  correct. 

Q.  Is  that  also  true  with  respect  to  taxes  pay- 
able? Will  you  look  at  Pre-Trial  Exhibit  No.— 
there  is  a  statement  supporting  taxes  payable? 

A.     That  is  right. 

Q.  Can  you  explain  the  details  of  this  sale  of 
the  Yakima  property  as  shown  on  the  books'?  Can 
you  testify  to  that  without  looking  at  Exhibit  56? 

A.     No,  I  cannot  testify. 

Q.  Refreshing  your  memory,  will  you  explain 
the  details  of  how  the  proceeds  of  the  Yakima  sale 
were  handled? 

Mr.  Garland:  There  is  no  contest  on  that,  no 
issue. 

Mr.  Jones :  Very  well.  Then,  I  am  going  to  offer 
all  these  statements  at  this  time,  except  No.  58, 
which  I  will  hold  up  for  a  special  offer,  and  all  of 
the  voucher  exhibits  which  I  read  into  the  record, 
all  the  vouchers  supporting  the  statement  I  am 
offering  in  evidence. 

Mr.  Garland:  We  would  like  an  opportunity  to 
preserve  an  objection  after  looking  at  them.  Most 
of  these  we  have  seen  for  the  first  time  today. 

Q.  (By  Mr.  Jones)  :  Pre-Trial  Exhibit  No.  58, 
can  you  explain  what  that  is?   [98] 

A.  That  is  a  summary  of  Mr.  Spencer's  accomit 
wdth  Spencer  Dehydrators,  Incorporated,  shown  on 
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the  books,  written  off  as  a  bad  debt,  and  Spencer 
Packing-   Company   of  Yakima,   that  was   brought 
about  in  the  same  way. 

Q.  Does  that  give  the  details  of  the  two  bad 
debts  that  j)laintiff  is  claiming  in  this  case? 

A.     Yes,  sir,  as  shown  by  the  books. 

Q.  Are  the  statements  that  you  prej^ared,  Ex- 
hibits 35,  36,  42,  44,  48,  50,  53  and  56,  those  that 
lead  up  to  and  explain  Exhibit  58,  and  show  the 
final  analysis  of  a  bad  debt?  A.     Yes. 

Q.  Is  Exhibit  58  the  only  one  that  you  need  to 
look  to  to  get  the  final  picture  of  what  the  bad 
debt  is? 

Mr.  Garland:  We  want  to  object  to  the  charac- 
terization. Let  the  record  show  that  any  place  that 
appears,  either  in  question  or  answer  or  in  these 
summaries,  that  it  is  not  to  be  given  significance. 

Mr.  Jones:  I  think  that  is  perfectly  fair.  I  am 
trying  to  avoid  any  characterization. 

Q.  The  amounts  that  Mr.  Spencer  claims  against 
Dehydrators,  Inc.,  and  the  Yakima  Corporation  that 
we  are  litigating  in  this  case,  whether  or  not  they 
are  bad  debts,  are  those  appearing  in  the  summary, 
Exhibit  58?  A.     Yes. 

Mr.  Garland:  Where  you  use  the  words  "bad 
debt,"  it  should  [99]  be  given  no  significance. 

Mr.  Jones :     I  will  come  to  that. 

Mr.  Garland:     I  say,  is  that  correct? 

Mr.  Jones:  Just  a  second,  now.  I  do  not  think 
it  appears  on  this  particular  one. 

Mr.  Garland:     It  appears  on  58. 
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Mr.  Jones:     I  am  looking  at  that  now. 

Mr.  Garland :  That  is  the  way  it  is  set  up  at  the 
pre-trial  hearing. 

Mr.  Jones:  It  is  agreed  on  No.  58  that  nothing 
is  claimed  in  the  way  of  any  evidentiary  value  by 
the  use  of  the  term  "bad  debt." 

Mr.  Garland:  Let  me  ask  you:  Does  that  same 
apply  to  any  exhibit  you  have  there  ? 

Mr.  Jones:     Yes. 

Mr.  Garland :     That  is  all  I  wanted  to  know. 

Q.  (By  Mr.  Jones)  :  I  do  want  to  ask  one  ques- 
tion in  connection  with  that,  however.  Is  there  any 
kind  of  bad  debt  account  in  Mr.  Spencer's  books? 

A.     Yes,  sir. 

Q.  And  these  amounts  shown  on  Exhibit  58  of 
$73,601.46  and  |33,966.02,  have  they  been  charged 
off  as  bad  debts  on  that  account? 

A.  The  total  of  $107,567.51  has.  I  believe  there 
are  three  amounts  in  there.  One  of  them  is,  I  think, 
$601.49,  [100]  the  other,  $30.22,  and  $33,930  and 
something. 

Q.  My  question  was,  specifically:  Are  the  two 
amounts  I  named  charged  off  in  that  account  as  bad 
debts?  A.     Yes. 

Q.  Do  the  books  show  when  this  liquidation 
was  comjDleted?  A.     Yes,  sir. 

Q.     What  date?  A.     February  15,  1945. 

Q.  Do  the  books  show  what  was  paid  in  as 
capital  ?  A.     Yes. 

Q.     What?  A.     The  growers' contracts. 
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Q.  Do  they  set  a  value  on  those  growers'  con- 
tracts? A.     The  books  do. 

Q.     What? 

A.  An  amount  equal  to  the  capital  stock  which, 
in  the  case  of  Spencer  Dehydrators,  Inc.,  was  $5,000 
and  in  the  case  of  Spencer 

Mr.  Wmter:  I  believe  that  is  already  in  the 
record. 

Q.  (By  Mr.  Jones)  :  Do  the  books  show 
whether  those  amounts  were  wiitten  off? 

A.     Yes. 

Q.     Completely?  A.     Yes. 

Q.     All  the  growers'  contracts  were  written  off? 

A.     That  is  correct. 

Q.  Is  there  any  account  in  the  books  anywhere, 
either  of  the  corporations  or  of  Mr.  Spencer 's,  show- 
ing any  contribution  to  capital  other  than  those 
growers '  contracts  ? 

Mr.  Garland:     That  is  immaterial. 

The  Court:     He  may  answer. 

A.     No. 

Q.  (By  Mr.  Jones) :  Do  the  books  or  the  rec- 
ords show  that  the  liabilities  of  the  Dehydrators, 
Incorporated,  were  taken  over  or  taken  uj)  on  Mr. 
Spencer's  own  books  as  obligations  to  be  paid  by 
him? 

A.  Mr.  Spencer's  books  show  that  those  items 
were  regarded  as  liabilities. 
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Q.  Do  the  records  show  whether  or  not  all  of 
the  amounts  which  we  claim  are  obligations  due  him 
from  the  Yakima  and  Dehydrators,  Inc.,  whether 
they  are  paid  by  him? 

A.  These  records  show  they  were  all  paid  with 
the  exception  of  one  item  of  $3.68. 

Q.     Does  the  record  show  what  he  did  as  to  that  ? 

A.  That  was  taken  up  in  his  profit  and  loss 
account  under  date  of  February  28,  1946. 

Q.     As  income  to  him?  A.     That  is  correct. 

Q.  Do  the  books  indicate  whether  or  not  there 
are  any  outstanding  assets,  or  any  claims  for  money 
or  anything  else  [102]  belonging  to  either  of  the 
corporations  last  mentioned  which  have  not  been 
brought  into  the  assets  shown  on  your  statement  ? 

A.  There  was  one  item  recorded  subsequently  to 
February  28,  1945,  I  believe. 

Q.     What  is  that? 

A.    That  was  the  realization  of  a  claim  against- 

Q.     That  is  the  $12,000  that  has  been  admitted? 

A.     That  is  correct. 

Q.     Was  there  any  other?  A.     None. 

(A  short  recess  was  then  taken.) 

Q.  (By  Mr.  Jones)  :  I  will  ask  you  if  the  rec- 
ords show  the  date  that  Mr.  Spencer  picked  up  or 
accrued  these  liabilities  ?  I  asked  you  if  he  accrued 
these  liabilities  on  his  books  but  I  did  not  ask  you 
the  date.  A.     February  15,  1945. 

Q.  Was  that  also  the  date  on  which  the  growers' 
contracts  were  written  off?  A.     Yes. 
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Q.  Was  it  on  that  date  that  liquidation  took 
place  'I 

A.  C^losed  entries  on  the  books  of  Vne  Yakima 
and  Dehydrator  corporations  as  of  the  same  date, 
which  was  February  15,  1945. 

Q.     And  that  was  the  date 

A,     the    lial)i]ities    were    recorded    on    Mr. 

Spencer's  books  at  the  same  time.    [103] 

Q.  The  question  specifically  is:  Is  that  the  date 
the  growers'  contracts  were  written  out  of  the 
capital  account?  A.     That  is  correct. 

Ml'.  Winter:  The  gi'owers'  contracts  were  only 
written  for  one  year.  Just  so  I  understand  it  and 
so  the  Court  understands  it 

The  Court:  I  understand  it.  Don't  worry  about 
me. 

Mr.  Winter:     I  wanted  to  be  sure. 

The  Court:     Be  sure  for  yourself. 

Mr.  Winter:     That  is  why  I  wanted  to  ask  that. 

Q.  (By  Mr.  Jones) :  Eef erring  again  to  this 
Exhibit  56,  which  shows  the  disposition  of  the 
proceeds  of  the  sale  of  the  Yakima  plant,  I  want 
you  to  state  whether  or  not  that  exhibit  accurately 
vshows  just  where  all  of  the  proceeds  went,  if  it 
details  where  all  the  proceeds  went? 

A.     It  does. 

Q.  Some  of  those  proceeds  went  to  pay  Dehy- 
drators  and  one  previously  went  to  pay  a  bill  of 
C.  B.  Spencer's  personally.  Do  the  books  show 
whether  or  not  the  Yakima   Corporation  received 
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credit  for  all  sums,  for  all  amounts  tliat  were  paid 
out  of  those  proceeds  that  did.  not  go  to  pay  its  own 
obligations  ? 

A.  The  books  do  show  that  Yakima  received 
credit  for  such  items. 

Q.  In  other  words,  if  it  paid  out  for  the  benefit 
of  [104]  Dehydrators,  those  companies  gave  credit? 

A.     That  is  correct. 

Q.     Or  else  it  charged  those  companies  for  it? 

A,     That  is  right. 

Q.  I  asked  you  if  there  was  any  kind  of  a  book 
that  showed  any  contribution  other  than  growers' 
contracts  to  capital,  but  I  did  not  include  the  word 
*' payment." 

Was  there  any  payment  of  any  money  or  any- 
thing else?  I  do  not  want  to  just  limit  it  to  the 
word  *' contribution."  I  want  to  know  if  there  was 
any  money  or  anything  else  that  went  into  any 
capital  account,  or  any  account  like  a  capital  ac- 
count, other  than  the  growers'  contracts? 

A.     There  was  none. 

Q.  Do  the  books  show  on  what  basis  Mr.  Spencer 
keeps  his  account? 

A.  His  account — his  books  are  kept  on  an  ac- 
crual basis. 

Q.     That  shows  in  the  books  themselves? 

A.     It  is  obvious,  I  would  say. 

Q.  A  time  or  two  I  probably  used  the  words,  in 
examining  you,  "picking  up  a  liability."  What  do 
you  understand  I  meant  by  that? 
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A.  By  "picking  up  a  liability"  I  would  say  it 
means  accruing  a  liability. 

Q.     And  that  is  how  you  used  the  term? 

A.     Yes.  [105] 

Mr.  Jones:  I  have  made  an  offer  of  these  state- 
ments that  we  had  prepared,  together  with  the 
vouchers  that  support  them,  and  I  suppose  I  can 
renew  that  offer  after  we  have  checked  these  ex- 
hibits over.  Will  you  check  them  so  I  can  make 
my  offer? 

The  Court:     Proceed  with  the  cross-examination. 

Cross-Examination 
By  Mr.  Garland: 

Q.  The  books  in  evidence,  the  books  of  Mr.  Spen- 
cer, do  they  show  any  cost  basis  of  the  growers' 
contracts  to  the  Dehydrators,  Inc.,  or  Yakima 
Corporation? 

A.  I  do  not  recall  checking  for  that  specifically. 
I  would  presume  they  do.  I  would  answer  that  by 
looking  at  the  books. 

Q.     How  long  would  it  take  ? 

A.  Well,  I  don't  know.  I  would  be  glad  to  take 
a  look  and  see  what  I  can  find. 

Mr.  Garland:  The  books  are  in  evidence.  We 
will  withdraw  the  question.   That  is  all. 

(Witness  excused.)  [106] 
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BINGHAM  POWELL 

having  previously  been  duly  sworn,  was  recalled  as 
a  witness  on  behalf  of  the  plaintiff  and  was  exam- 
ined and  testified  as  follows : 

Direct  Examination 
By  Mr.  Jones : 

Q.  When  Mr.  Spencer  would  tell  you  about  a 
transaction  that  originated  with  him,  what  would 
you  do  about  it? 

A.     I  would  enter  it  in  the  books. 

Q.  You  entered  all  transactions  which  he  called 
to  your  attention?  A.     Yes. 

Q.     And  all  transactions  which  you  knew  about  ^ 

A.     Yes. 

Mr.  Jones:  As  far  as  I  know,  the  income  is  not 
challenged.  I  won't  go  into  that. 

Mr.  Winter:  It  is  challenged  insofar  as  addi- 
tional assessments  are  concerned. 

Mr.  Jones:     Oh,  yes. 

Mr.  Winter :  We  have  introduced  certified  copies 
of  the  assessments. 

Mr.  Jones :     Yes,  that  is  right. 

Q.  Are  you  acquainted  with  the  details  of  the 
various  transactions  recorded  in  these  books  and 
received  in  evidence,  the  exhibits  that  Mr.  Johnson 
prepared  and  testified  about?  A.     Yes.  [107] 

Q.     You  have  looked  these  exhibits  over? 

A.     Yes. 

Q.  Did  you  help  search  for  the  few  missing  pa- 
pers, vouchers?  A.     I  did. 
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Q.  Approximately  how  much  time  did  you 
put  in  ? 

A.  Well,  I  put  in  quite  a  lot  of  time,  because  I 
searched  off  and  on  over  several  weeks  at  different 
times  and,  even  while  I  was  looking  for  one  thing,  I 
would  keep  other  things  in  mind  for  which  we  were 
searching. 

Mr.  Winter :     We  have  agreed  on  the  amount. 

Mr.  Jones:  That  is  right.  Nothing  further  on 
that. 

Q.  As  you  left  the  stand,  you  testified  about 
Mr.  Spencer's  activities  other  than  as  officer  or  di- 
rector of  the  corporations.  Approximately  how 
much  time  would  he  expend  in  such  activities? 

A.  He  spent  a  great  deal,  anywhere  from  thirty 
to  forty  per  cent. 

Q.  Did  he  receive  any  salary  as  an  officer  of  any 
of  the  companies'?  A.     No. 

Q.     Or  as  a  director  ?  A.     No,  sir. 

Q.  I  think  you  had  just  started  to  detail  what 
he  did.  I  wish  you  would  elaborate  upon  that  a  little 
bit.  That  is  something  that  might  be  of  importance 
in  this  case.  [108] 

A.  Well,  one  of  the  things  was  expanding  the 
plant,  which  meant  construction  of  1)iiildings  and 
purchasing  of  materials,  also  the  purchase  of  ma- 
chinery that  went  into  those  buildings,  the  arrange- 
ment and  redesigning  of  existing  plant  to  conform 
with  those  additions.  At  that  time,  equipment  and 
machinery  was  quite  difficult  to  get.  We  had  the 
problem  of  priorities  entering  into  it  and  he  spent 
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some  time  in  sear<iliing  for  items  which  he  wanted 
to  use.  Beyond  that,  at  times  it  was  necessary  to 
travel,  perhaps  to  Washington,  relative  to  priori- 
ties, or  to  California  relative  to  contracts  with  ma- 
chinery companies  in  the  purchasing  of  these 
machines,  numerous  things  along  that  line. 

Q.  All  those  machines  and  plants,  were  they 
owned  by  him  as  an  individual  ? 

A.     They  were. 

Q.     They  were  on  the  leases  with  the  canneries? 

A.    Yes. 

Q.  Do  you  know  approximately  what  the  dollar 
volume  of  the  promissory  notes  he  signed  would 
amount  to?  ■ 

Mr.  Garland:  Objected  to.  The  notes  are  in 
evidence,  your  Honor. 

Q.  (By  Mr.  Jones) :  Do  you  know  approxi- 
mately how  many  of  those  notes  he  signed?  They 
are  not  all  in  evidence. 

A.     Well,  they  would  be  hundreds. 

Q.  This  question  has  been  asked  twice,  but  you 
know  best  of  [109]  all.  Mr.  Spencer's  books  were 
on  an  accrual  basis  ?  A.     Yes. 

Q.  What  was  the  intention  of  the  directors  when 
the  growers'  contracts  were  transferred  in  pay- 
ment of  the  capital  stock,  as  to  w^hether  or  not  it 
was  full  payment,  do  you  know? 

A.     It  was  definitely  accepted  as  full  pajrment. 

Q.     Full  paj^ment  of  the  capital  stock? 

A.    Yes. 
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Q.  Did  either  Yakima  or  Dehydrators  make  any 
money?  A.     No,  sir. 

Q.     Both  operated  at  a  loss"? 

A.     Both  operated  at  a  loss,  yes. 

Q.  Will  you  state  the  plan  of  liquidating  the 
two  corporations'? 

A.  In  the  case  of  Dehydrators,  the  reason  for 
liquidation  was  definitely  no  further  necessity  for 
the  product  that  it  was  producing — had  been  pro- 
ducing at  a  loss — and,  in  checking  with  Govern- 
ment agencies  that  had  been  taking  this  product, 
Spencer  was  definitely  advised  that  there  was  no 
use  attempting  to  operate  further;  it  was  definitely 
indicated  that  there  wasn't  to  be  a  commercial  mar- 
ket for  that  product  and,  therefore,  no  reason  at 
all  to  operate. 

The  Court:  What  was  your  dollar  volume  in 
those  two  plants'? 

A.     I  would  have  to  look  at  the  books  on  that. 

The  Court:  Well,  how  much,  about?  How  many 
employees  did  you  have? 

Mr.  Jones:    What  year? 

The  Court:  I  don't  care,  any  year.  Twenty-five, 
fifty  or  a  hundred? 

A.  Well,  Dehydrators  must  have  had  in  the 
neighborhood  of  a  hundred  and  Yakima  probably 
had  several  hundred,  three  or  four  hundred. 

The  Court :  Give  the  dollar  volume  for  any  year. 
Did  you  have  contracts  that  were  to  be  paid  in 
terms  of  dollars?    Dollar  value? 

A.  The  easiest  way  to  show  that  would  be  to 
check  the  dollar  sales. 
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The  Court:  I  do  not  want  to  check  anything. 
I  want  you  to  tell  me.  Did  you  sell  a  million  dol- 
lars in  any  year  or  two  million  dollars  worth  *? 

Mr.  Jones:  You  know  what  the  sales  were  at 
Yakima. 

The  Court:  You  had  a  hundred  employees  at 
one  plant  and  three  or  four  hundred  at  another. 
You  must  have  sold  a  lot  of  stuff. 

Q.  (By  Mr.  Jones)  :  At  Yakima,  what  was  the 
reason  they  closed  up? 

A.  There  had  been  an  unprofitable  season  and 
it  was  brought  about,  to  a  great  extent,  by  shortage 
of  labor  and  a  combination  of  high  prices  for  fruit, 
cans,  and  controlled  prices  [111]  for  the  finished 
product,  and  the  plant  had  to  operate  at  full  ca- 
pacity in  order  to  be  economically  feasible,  and 
there  was  definitely  every  reason  to  think  that  labor 
w^as  going  to  be  more  difficult  to  secure  later,  rather 
than  easier. 

Q.     What  was  the  plan  of  liquidating? 

A.  In  Yakima,  the  plant  was  sold  by  Mr.  Spen- 
cer in  the  summer.    The  funds  were 

Q.     The  summer  of  what  year? 

A.  1944,  and  the  funds  from  that  sale  were  ap- 
plied by  the  corporation,  first,  to  all  general  cred- 
itors and  then,  secondly — some  were  held  by  ABC 
for  Spencer  Dehydrators  and  Spencer  of  Lebanon's 
note,  and  then  there  were  a  very  few  assets  wliich 
were  liquidated  during  that  summer.  In  February, 
any  assets  and  liabilities  which  remained  or,  rather. 
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any  assets  which  remained  were  taken  by  Mr.  Spen- 
cer and,  with  one  exception  all  the  remaining  lia- 
bilities were  against  him. 

Q.     What  is  that? 

A.  With  one  exception,  the  remaining  liabilities 
were  against  him,  and  he  charged  that  liability  off. 

Q.  The  assets  taken  over,  how  were  they  applied 
in  Yakima?  What  did  he  do  with  the  assets? 

A.  Any  assets  taken  over  were  applied  against 
the  indebtedness  which  they  owed  to  him.  [112] 

Q.     In  the  full  amount  ? 

A.     To  any  amount  that  was  ever  realized.    Yes. 

Q.     With  respect  to  Dehydrators 

A.  In  the  case  of  Dehydrators,  he  took  over  the 
assets,  applied  them  specifically  against  Dehydra- 
tors' liabilities  and  then  he  paid  the  balance  of  the 
liabilities  himself,  charging  the  difference  to  bad 
debts.  The  only  other  thing,  several  months  later, 
in  an  audit  by  War  Foods  it  disclosed 

Q.  That  has  all  been  admitted  in  evidence.  I 
started  to  ask  you — I  did  not  quite  finish.  These 
transactions  that  you  could  not  find  the  missing 
vouchers  for,  how  long  would  it  take  you  to  get  the 
information  out  of  the  books? 

i  The  Court :     No.  You  ask  Mr.  Spencer  over  here. 
Ask  Mr*.  Spencer.   He  knows  what  the  business  was. 
:  Mr.  Jones:     Mr.  Spencer,  do  you  know  what  the 
sales  for  Yakima  were  in  1943? 

Mr.  Spencer:  T  think  between  seven  hundred 
thousand  and  a  million  dollars.  As  far  as  employees 
were  concerned,  we  had  some  six  hundred  employees 
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at  the  Yakima  operation  and  over  a  hundred  at  the 
Dehydrators'  operation  and  practically  six  hundred 
at  the  Lebanon  operation. 

The  Court:  Were  you  the  biggest  employer  in 
Lebanon  ? 

Mr.  Spencer:  No,  sir.  Yes,  Ave  were  the  largest 
employer  in  Lebanon.  We  were  exceeded  in  Yakima 
by  both  [113]  Libby 

Q.  (By  Mr.  Jones)  :  All  the  amounts  that  go 
to  make  up  the  claims  that  Mr.  Spencer  is  making 
against  the  Yakima  and  Dehydrators,  do  those 
amounts  represent  the  expenditures  made  by  those 
two  corporations'?  Do  those  amounts  represent  obli- 
gations incurred  by  those  two  corporations  ?    ,. 

A.    Yes. 

Q.     For  what  purpose? 

A.     Normal  course  of  business. 

Q,     Operating  expenses'?  A.     Yes. 

Q.    Were  any  of  them  for  capital  assets  ■? 

A.     None  represent  capital  assets. 

Q.  These  books  here,  Exhibits  29  to  34,  they  are 
all  books  belonging  either  to  Mr.  Spencer  or  the 
corporations  as  indicated  on  the  outside  of  them  ? 

A.     Yes. 

(Balance  Sheet,  Spencer  Dehydrators,  Inc., 
February  15,  1945,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No.  35.) 

(Statement  of  Notes  Payable,  ABC,  Spencer 
Dehydrators,  Inc.,  thereupon  received  in  evi- 
dence and  marked  Plaintiff's  Exhibit  No,  3(j.) 
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(Statement  of  Accounts  Payable,  Miscella- 
neous, Spencer  Deliydrators,  Inc.,  thereupon 
received  in  evidence  and  marked  Plaintiff's 
Exhibit  No.  42.) 

(Statement  of  Accounts  Payable,  Spencer 
Dehydrators,  Inc.,  Paid  by  C.  B.  Spen-cer,  there- 
upon received  in  evidence  and  marked  Plain- 
tiff's Exhibit  No.  44.) 

(Statement  of  Taxes  Payable,  Spencer  De- 
hydrators, Inc.,  thereupon  received  in  evidence 
and  marked  Plaintiff's  Exhibit  No.  48.) 

(Balance  Sheet,  Prior  to  Recording  Closing 
Entries,  Spencer  Packing  Company  of  Yakima, 
thereupon  received  in  evidence  and  marked 
Plaintiff's  Exhibit  No.  50.) 

(Statement  of  Accounts  Receivable  from 
Spencer  Packing  Company  of  Yakima  there- 
upon received  in  evidence  and  marked  Plain- 
tiff's Exhibit  No.  53.) 

(Statement  of  Disposition  of  Proceeds  from 
Sale  of  Yakima  properties  thereupon  received 
in  evidence  and  marked  Plaintiff's  Exhibit 
No.  56.) 

(Summary  of  Bad  Debts  Claimed  against 
Spencer  Dehydrators,  Inc.,  and  Spencer  Pack- 
ing [115]  Company  of  Yakima  thereupon  re- 
ceived in  evidence  aiid  marked  Plaintiff's  Ex- 
hibit No.  58.) 

Mr.  Jones:     You  may  cross-examine. 
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Cross-Examination 
By  Mr.  Garland : 

Q.  You  have  spoken  of  the  activities  of  Mr. 
Spencer.  A.     Yes. 

Q.     After  the  corporations  were  formed? 

A.     Yes. 

Q.  These  activities  that  you  speak  of,  were  those 
of  a  president  and  manager  of  a  corporation,  were 
they  not? 

A.     I  did  not  have  that  impression,  sir. 

Q.     What  were  they? 

A.     Like  I  reiterated 

Q.  I  don't  care  for  you  to  restate  what  they 
were,  but  were  they  not  the  ordinary  activities  of  a 
president  and  manager  of  a  cannery  plant? 

A.  The  particular  companies  did  not  own  any 
capital  assets  and,  therefore,  there  would  be  no  way 
that  their  president  would  be  involved  in  the  pur- 
chasing or  building  and  such  things  as  that. 

Q.  Every  president  is  involved  in  managing  and 
operating  a  cannery.  Were  his  activities  those  you 
would  expect  in  a  person  in  that  position  ?  [116] 

A.  I  Avas  talking  primarily  about  his  activities 
relative  to  expansion  of  the  plant. 

Were  the  growers'  contracts  carried  on  the  per- 
sonal books  of  Mr.  Spencer  at  any  value? 

A.     No,  sir. 

Q.  Was  the  stock  of  Dehydrators  carried  on  his 
books  at  any  value  ?  A.     Yes. 

Q.     What  value?  A.     Par  value. 
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Q.     What  was  that?  A.     Dehydrators ? 

Q.     Yes.  A.     Dehydrators  was  $5,000. 

Q.  Was  the  stock  of  the  Yakima  plant  carried  at 
any  value?  A.    At  par  value. 

Q.     And  that  was  the  same '?  A.     $10,000. 

Q.  Are  you  familiar  with  the  Federal  income 
tax  returns  for  the  fiscal  year  ending  February  28, 
1945,  of  Mr.  Spencer? 

A.     I  did  not  prepare  his  tax  statement. 

Q.  Are  you  familiar  with  whether  or  not  there 
was  any  deduction  shown  for  capital  loss  on  account 
of  the  stock  of  the  Dehydrators,  Inc.,  and  the 
Yakima  Corporation  ? 

A.  I  hardly  think  I  would  be  qualified  to  answer 
that  [117]  question. 

Mr.  Garland:  May  the  record  show  that  there 
was  none  claimed  on  the  income  tax  return  for  the 
fiscal  year  ending  February  28,  1945?    That  is  all. 

(Witness  excused.) 

Mr.  Jones:  There  is  one  exhibit  here,  No.  73, 
which  was  prepared  by  Mr.  Johnson  from  the  books. 
It  is  a  depreciation  schedule.  You  have  admitted 
all  the  figures.  The  only  reason  I  want  this  in  is 
that  it  shows  the  dates  and  the  amounts  of  the  ac- 
quisitions. I  would  like  it  in  evidence.  I  believe 
I  will  offer  it.  I  will  call  Mr.  Johnson  and  have  him 
testify  to  it. 

Mr.  Winter:  His  returns  which  are  in  evidence 
will  show  the  depreciation  which  you  claim.  There 
is  no  issue  about  depreciation. 
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Mr.  Jones:  Have  you  checked  against  the  re- 
turns?  Are  all  the  items  on  the  returns? 

Mr.  Garland:  I  do  not  think  it  is  material. 
There  is  no  depreciation  question  involved. 

Mr.  Jones:  We  are  only  offering  it  to  show 
acquirements,  the  acquirements  shown  by  this  col- 
umn of  additions.  I  am  offering  it  for  the  purpose 
of  showing  exactly  what  we  acquired. 

Mr.  Winter :  You  mean  assets  acquired  and  used 
by  these  [118]  corporations  ? 

Mr.  Jones :  Assets  v/hich  Mr.  Spencer  personally 
bought  and  were  owned  by  him  and  rented  to  the 
corporations. 

Mr.  Winter:  May  I  see  the  Revenue  Agent's 
report  ? 

Mr.  Jones :  I  am  offering  it  for  the  limited  pur- 
pose of  showing  the  amount  of  the  machinery  and 
plant  facilities  acquired  during  the  years  we  claim 
he  was  engaged  in  the  business  of  leasing  the  plants. 

The  Court:     Admitted. 

(Tabulation  in  longhand  entitled  "Deprecia- 
ble Assets  and  Related  Depreciation,  Year 
Ending  February  28,  1943,"  thereupon  received 
in    evidence    and    marked    Plaintiff's    Exhibit 

No.  73.) 

Mr.  Jones:  With  the  exception  of  renewing  our 
offer  of  the  exhibits  identified  at  the  pre-trial  and 
which  have  not  so  far  been  received,  we  are  ready 
to  close  our  case.  I  would  like  an  opportunity  of 
checking  those  to  make  sure. 
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Mr.  Garland:  Going  to  introduce  the  Revenue 
Agent's  rej^ort? 

Mr.  Jones:  I  introduced  the  Revenue  Agent's 
report,  but  these  things  that  you  have  produced 
have  not  yet  been  marked.  I  can  look  these  over 
and  introduce  them  later. 

The  Court:     No. 

Mr.  Jones :     Introduce  them  in  the  morning. 

The  Court:     No,  we  are  going  to  finish  tonight. 

Mr.  Winter:  It  may  be  understood  that  the 
Revenue  Agent's  report  may  be  admitted,  if  it  has 
not  already  been? 

The  Court:     Yes. 

Mr.  Jones :  In  order  to  speed  it  up,  your  Honor, 
and  make  sure  that  I  have  got  all  my  exhibits  in, 
I  am  going  to  offer 

The  Court:  All  right.  I  will  tell  you  how  to 
speed  it  up.  Plaintiff  is  resting,  subject  to  reopen- 
ing if  you  find  you  have  omitted  something.  Put 
on  your  case  for  the  Government. 

Mr.  Garland:  I  would  like  to  introduce,  if  the 
Court  please,  the  assessment  lists  heretofore  offered 
for  identification  as  Pre-Trial  Exhibits  74  and  75. 

The  Court:     Admitted. 

(Certified  copy  of  assessment  list,  December, 
1946,  against  C.  B.  Spencer,  thereupon  received 
in  evidence  and  marked   Defendant's  Exhibit 

No.  74.) 

(Certified  copy  of  telegraphic  assessment,  C. 
B.  Spencer,  thereupon  received  in  evidence  and 
marked  Defendant's  Exhibit  No.  75.) 
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Mr.  Garland:  We  would  like  to  renew  our  re- 
quest that  the  case  remain  open  until  we  can  take 
our  depositions.  [120] 

Mr.  Jacobs:  On  that  point,  if  I  may  be  heard, 
whose  depositions  are  to  be  taken? 

Mr.  Winter:  We  want  to  take  the  deposition 
of  H.  G.  Bauer,  Alice  Berry  and  two  bankers.  I 
will  give  you  their  names.  A.  R.  Munger  and  C. 
R.  Watkins.  They  all  live  in  Seattle.  However, 
the  Alice  Berry  deposition  will  have  to  be  taken 
at  Yakima.  The  others  may  be  taken  at  Seattle. 
We  would  like  to  take  the  depositions  on  oral  inter- 
rogatories. 

Mr.  Jacob:  Depositions  have  already  been 
taken  of  all  of  these  parties.  The  special  agent  is 
here  who  took  those  depositions  and  photostatic 
copies  were  made  of  all  records  of  H.  G.  Bauer 
that  are  pertinent  and  at  the  time  the  depositions 
were  taken  Mr.  Winter  was  notified  that  they  were 
to  be  taken. 

The  Court:  How  soon  can  you  take  these  depo- 
sitions "? 

Mr.  Winter:     Next  week,  your  Honor. 

The  Court:     Can  you  take  them  next  week? 

Mr.  Jacobs:     I  believe  we  can. 

Mr.  Winter:  I  don't  know  the  name  of  a  Re- 
porter that  I  can  get  in  Seattle,  or  a  Notary  Pub- 
lic, but  I  will  ascertain  and  I  will  possibly  want 
to  take  the  same  Notary  over  to  Yakima  to  take 
the  deposition  over  there. 
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Mr.  Jones:  Some  of  these  exhibits  that  you 
have  I  wish  to  offer  in  evidence,  and  I  would  like 
to  know  that  all  pre-trial  exhibits  that  have  not 
been  formally  offered  are  [121]  in.  Those  starting 
at  No.  65  and  on  I  believe  have  already  been  ad- 
mitted, but  below  No.  65,  I  am  offering  them  all  in 
evidence. 

The  Court:     All  admitted. 

Mr.  Jones:     All  admitted?    Thank  you. 

(The  following  plaintiff's  pre-trial  exhibits 
were  thereupon  received  in  evidence  and 
marked  as  follows:) 

Plaintiff's 

Exhibits :  Description 

3     Certificate  of  Necessity. 

18  Letter  August  18,  1943,  Food  Distribution  Administra- 

tion to  Spencer  Packing  Company  of  Lebanon. 

19  Letter  of  February  3,  1944,  Food  Distribution  Adminis- 

tration to  Spencer  Packing  Company  of  Lebanon. 

20  Copy  of  Negotiated  Contract,  August  22,  1944,  War  Food 

Administration    and    Spencer    Packing    Company    of 
Lebanon. 

22  Copy  of  letter  May  10,  1945,  C.  B.  Spencer  to  Commis- 

sioner  of   Internal    Revenue — Election    to    Terminate 
Amortization  Period. 

23  Letter  May  28,    1945,   Treasury   Department   to   C.   B. 

Spencer,  re :  Non-Necessity  Certificate  File, 

24  Certified  copy  Individual  Income  Tax  Return,  February 

28,  1942,  C.  B.  Spencer. 
37     Vouchers  supporting  statement  of  notes  payable,   $11,- 

261.19 — Spencer  Dehydrators. 
41     Check  March  6,  1945,  $9,934.02,  C.  B.  Spencer,  payable 

to  First  National  Bank  of  Lebanon. 
43     Voucher  supporting  Exhibit  No.  42. 

45  Vouchers  supporting  Exhibit  No.  44. 

46  Vouchers  supporting  Exhibit  No.  44. 

47  Vouchers  supporting  Exhibit  No.  44. 
49    Vouchers  supporting  Exhibit  No.  48. 
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Plaintiff's 

Exhibits :  Description 

51  Accounts     Payable,     Yakima     Corporation  —  Sunnyside 
Packing  Company. 

52  Statement  and  letter  regarding  Yakima  account,  Personal 

Property  Taxes  Levied  on  Exhibit  50. 

54  Vouchers — Rent  Charged  on  Exhibit  53. 

55  Vouchers  supporting  other  items  on  Exhibit  53. 
57     Vouchers  supporting  Exhibit  No.  56. 

59  Articles  of  Incorporation,  Spencer  Packing  Company  of 

Lebanon. 

60  Articles  of  Incorporation,  Spencer  Dehydrators,  Inc. 

61  Articles  of  Incorporation  and  Minutes  of  First  Meeting 

of  Board  of  Directors  of  Yakima  Corporation. 

62  Form  of  Growers'  Contract. 

63  Revenue  Agent's  Report. 

64  Transcript  of  Proceedings  before  Judge  Fee  July  8,  1945. 

(  Ad  j  oiirnment . ) 

[Title  of  District  Court  and  Cause.] 

Reporter's  Certificate 

I,  Ira  G.  Holcomb,  Reporter  pro  tern  of  the 
above-entitled  Court,  do  hereby  certify  that  on 
Tuesday,  the  17th  day  of  December,  A.D.  1946,  I 
reported  in  shorthand  certain  proceedings  occurring 
in  the  trial  of  the  above-entitled  case;  that  I  there- 
after caused  my  shorthand  notes  to  be  reduced  to 
typewriting,  and  that  the  foregoing  transcript,  con- 
sisting of  124  pr!?;es,  numbered  1  to  124,  both  in- 
clusive, constitutes  a  full,  true  and  accurate  tran- 
script of  said  proceedings  so  taken  by  me  in  short- 
hand on  said  date,  as  aforesaid,  and  of  the  whole 
thereof. 

Dated  this  7th  day  of  January,  A.D.  1947. 
/s/  IRA  C.  HOLCOMB, 
Reporter  pro  tern. 
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[Endorsed]:  No.  11834.  United  States  Circuit 
Court  of  Appeals  for  the  Ninth  Circuit.  J.  W. 
Maloney,  United  States  Collector  of  Internal  Rev- 
enue for  the  District  of  Oregon,  Appellant,  vs. 
C.  B.  Spencer,  Appellee.  Transcript  of  Record. 
Upon  Appeal  from  the  District  Court  of  the  United 
States  for  the  District  of  Oregon. 

Filed  January  19,  1948. 

/s/  PAUL  P.  O'BRIEN, 

Clerk  of  the  United  States  Circuit  Court  of  Ap- 
peals for  the  Ninth  Circuit. 
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United  States  Circuit  Court  of  Appeals 
for  the  Ninth  Circuit 
No.  11834 
J.  W.  MALONEY, 


vs. 
C.  B.  SPENCER, 


Appellant, 


Appellee. 


ORDER 

This  matter  coming  on  to  be  heard  this  date 
upon  motion  of  Henry  L.  Hess,  United  States  At- 
torney for  the  District  of  Oregon,  and  Floyd  D. 
Hamilton,  Assistant  United  States  Attorney,  for 
an  Order  extending  time  for  filing  of  the  record 
and  docketing  the  appeal  in  the  within  action  for 
the  reason  that  appellant  has  filed  in  the  District 
Court  a  Designation  of  Contents  of  Record  on  Ap- 
peal and  a  Statement  of  Points  upon  which 
Defendant  Intends  to  Rely  on  Appeal  but  the 
District  Court  will  not  be  able  to  prepare  and 
docket  the  record  on  appeal  in  the  Circuit  Court 
of  Appeals  within  the  time  set  therefor,  and  the 
Court  having  considered  said  motion  and  support- 
ing affidavit  and  being  advised  in  the  premises, 

It  Is  Ordered  that  the  time  for  filing  the  record 
on  appeal  in  the  within  action  be,  and  it  is  hereby, 
extended  thirty  (30)  days  from  and  after  Decem- 
ber 18,  1947. 

Made  and  entered  at  San  Francisco,  California, 
this  18th  day  of  December,  1947. 

/s/  FRANCIS  A.  GARRECHT, 
Judge. 

FEndorsedl :  Filed  December  18,  1947. 
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[Title  of  Circuit  Court  of  Appeals  and  Cause.] 

APPELLANT'S  STATEMENT  OF  POINTS  ON 
WHICH  HE  INTENDS  TO  RELY  ON  AP- 
PEAL AND  DESIGNATION  OF  RECORD 
FOR  PRINTING. 

Comes  now  J.  W.  Maloney,  Collector  of  Internal 
Revenue  for  the  District  of  Oregon,  appellant 
above  named,  and  for  a  statement  of  points  upon 
which  he  intends  to  rely  on  this  appeal  says: 

The  statement  of  points  to  be  urged  by  appellant 
in  this  Court  are  the  same  as  those  set  forth  in 
the  statement  of  points  filed  with  the  District  Court 
pursuant  to  Rule  75  (d)  of  the  Federal  Rules  of 
Civil  Procedure. 

Appellant  designates  for  printing  the  entire  rec- 
ord filed  with  this  Court  except  the  transcript  of 
proceedings  of  February  25,  1947,  which  relates 
solely  to  issues  from  which  no  appeal  is  being  taken. 

Dated  this  15th  day  of  January,  1948,  at  Port- 
land, Oregon. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

/s/  FLOYD  D.  HAMILTON, 
Assistant  United  States 
Attorney. 
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State  of  Oregon, 

County  of  Multnomah — ss. 

Due  service  of  tlie  foregoing  Appellant's  State- 
ment of  Points  on  which  he  Intends  to  Rely  on 
Appeal  and  Designation  of  Record  for  Printing  to 
the  United  States  Circuit  Court  of  Appeals  for  the 
Ninth  Circuit  is  hereby  accepted  at  Portland,  Ore- 
gon, this  15th  day  of  January,  1948,  by  receiving 
copy  thereof,  duly  certified  as  such  by  Floyd  D. 
Hamilton,  Assistant  United  States  Attorney,  of 
Attorneys  for  Appellant. 

/s/  RANDALL  S.  JONES, 

Of  Attorneys  for  Appellee. 

[Endorsed] :  Filed  January  19,  1948. 
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OPINION  BELOW 

The  Distria  Court  wrote  no  opinion. 

JURISDICTION 

This  appeal  involves  individual  income  taxes  of  the 
appellee  (hereinafter  called  the  taxpayer)   for  the  fiscal 


year  ended  February  29,  1944.  (R.  3,  6-42,  69,  78.)  The 
aggregate  amount  of  taxes^  in  dispute  was  assessed  (together 
with  viaory  taxes)  pursuant  to  the  taxpayer's  amended  in- 
come and  victory  tax  return  filed  for  such  taxable  year  on 
or  about  June  15,  1944,  and  was  paid  to  and  collected  by 
the  Collector  on  or  about  Oaober  8,  1943,  February  19, 
1944,  and  March  22,  1945.  (R.  3,  69.)  A  claim  for  the 
refund  thereof  was  timely  filed  by  the  taxpayer  on  or  about 
April  21,  1945,  and  more  than  six  months  had  elapsed  be- 
tween the  dates  of  filing  the  claim  and  the  filing  of  this 
aaion  without  any  notice  of  allowance  or  rejeaion  of  the 
claim  having  been  sent  to  the  taxpayer  in  the  meantime  by 
the  Commissioner  of  Internal  Revenue.   (R.  4,  78.)    On 


( 1 )  The  exaa  amount  of  the  tax  in  dispute  is  not  ascer- 
tainable from  the  record.  The  suit  was  brought  for  the  re- 
covery of  income  taxes  paid  for  the  fiscal  year  ended 
February  29,  1944,  in  the  sum  of  $93,565.04.  (Fv.  2-5.)  The 
Distria  Court  indicated  in  its  findings  of  faa  that  the  tax- 
payer had  "overpaid"  his  income  taxes  in  the  amount  of 
$78,659.03  (R.  78),  which  it  held  the  taxpayer  is  entitled 
to  recover,  with  interest  according  to  law  and  costs  (R.  81 ) , 
and  thereupon  entered  judgment  in  favor  of  the  taxpayer 
for  such  amount  accordingly  (R.  83-84).  Inasmuch  as  the 
court  below  decided  all  three  issues  involved  in  the  case  in 
favor  of  the  taxpayer  (R.  79-82),  and  the  Government's 
appeal  involves  only  the  first  issue  (R.  87-89),  the  precise 
amount  of  income  tax  relating  to  and  dependent  upon  the 
decision  of  that  issue  is  not  determinable  from  the  record. 
The  correct  amount,  however,  will  eventually  be  determined 
by  the  Collector  according  to  the  final  outcome  of  the  case. 


October  27,  1945,  within  the  time  provided  by  Seaion  3772 
of  the  Internal  Revenue  Code,  the  taxpayer  brought  this 
suit  for  the  recovery  of  the  taxes  in  dispute  and  interest 
according  to  law.  (R.  2-42.)  Jurisdiaion  was  conferred 
upon  the  District  Court  by  Seaion  24,  Fifth,  of  the  Judicial 
Code,  as  amended.  The  judgment  was  entered  on  June  24, 
1947,  in  favorof  the  taxpayer,  with  costs  (R.  83-84.)  There- 
after, within  three  months,  notice  of  appeal  was  filed  by  the 
Collector  and  the  United  States,  as  interpleader,  on  Septem- 
ber 19,  1947.  (R.  85.)  The  jurisdiaion  of  this  Court  is  in- 
voked by  the  provisions  of  Section  128  (a)  of  the  Judicial 
Code,  as  amended. 

QUESTION  PRESENTED 

Whether  the  taxpayer  was  entitled  to  carry  back  to  the 
taxable  year  ended  February  29,  1944,  the  net  operating 
losses  alleged  to  have  been  sustained  during  the  fiscal  year 
ended  February  28,  1945,  within  the  meaning  of  Seaion 
122  of  the  Internal  Revenue  Code. 

Determinative  of  this  issue  are  the  questions  (1 )  whether 
the  taxpayer  was  engaged  in  a  statutory  trade  or  business 
regularly  carried  on  by  him  by  financing  only  his  three 
wholly-owned  and  controlled  cannery  corporations  during 
the  taxable  year,  and  (2)  whether  the  taxpayer's  extension 
of  his  credit,  by  endorsing  their  notes,  to  finance  his  three 
wholly-owned  and  managed  canneries  represented  ordinary 
debts  or  capital  investments. 


4 

STATUTE  INVOLVED 

This  is  set  forth  in  the  Appendix,  infra. 

STATEMENT 

The  pertinent  faas  in  respect  of  the  issue  appealed 
herein,  as  found  by  the  District  Court  (R.  67-79),  may  be 
summarized  sufficiently  for  present  purposes  as  follows:^ 

At  and  during  all  times  hereinafter  mentioned,  the  tax- 
payer was  and  now  is  a  resident  of  the  State  of  Oregon. 
During  the  taxable  year  ended  February  28,  1943,  and  prior 
thereto,  he  was  engaged  in  the  business  of  operating  a 
cannery  in  the  State  of  Oregon,  and  another  cannery  in  the 
State  of  Washington.  During  the  taxable  years  ended  Feb- 
ruary 29,  1944,  and  February  28,  1945,  he  was  engaged  in 
the  business  of  acquiring,  owning,  expanding,  equipping 
and  leasing  food  processing  plants,  and  providing,  through 
guarantee  and  otherwise,  adequate  financing  of  the  opera- 
tions of  such  plants;  and  such  business  during  those  times 


(2)  The  facts  pertaining  to  the  other  two  issues,  not 
appealed  herein,  and  other  detailed  facts,  figures,  etc.,  not 
important  to  a  determination  of  the  issue,  have  been  omitted 
from  the  statement  of  faas  for  the  sake  of  brevity. 


was  regularly  carried  on  by  the  taxpayer  for  profit.^  (R. 
67-68.) 

At  and  during  all  the  times  hereinafter  mentioned  the 
taxpayer  kept  his  books  of  account  and  made  his  income 
tax  returns  on  the  accrual  and  fiscal  year  bases,  his  fiscal 
year  beginning  on  the  first  day  of  March  and  ending  on  the 
last  day  of  the  following  Fdbruary  of  each  calendar  year. 
(R.  68-69.) 

On  or  about  June  15,  1944,  the  taxpayer  filed  with  the 
Colleaor  an  amended  individual  income  tax  return  (Form 
1040)  for  the  taxable  year  ended  Fdbruary  28,  1943,  evi- 
dencing a  total  income  tax  liability  in  the  sum  of  $141,722.80 
for  that  year;  and  also  an  individual  income  and  viaory 


( 3 )  We  object  to  this  and  the  other  ultimate  findings 
of  fact,  and  the  District  Court's  conclusions  in  respea 
thereto  (R.  79-81,  paragraphs  II,  III,  V,  and  VIII),  to  the 
effea  that  the  taxpayer  was  engaged  in  the  business  of 
financing  cannery  corporations,  and  that  his  advancements 
and  guarantees  of  their  obligations  to  them  constituted 
debts  rather  than  capital  investments  (R.  72,  79-80).  We 
submit  and  show  hereinafter  that  these  findings  and  con- 
clusions were  erroneously  drawn  from  various  subordinate 
facts  and  are  not  supported  by  the  undisputed  primary  f aas, 
and  that  the  conclusions  drawn  therefrom  are  contrary  to 
the  undisputed  facts,  the  law  and  the  authorities,  as  set  forth 
in  our  statement  of  points  to  be  relied  on  upon  appeal  (R. 
87-89) ,  and  are  therefore  subject  to  revision,  correaion  and 
reversal  upon  appeal  by  this  Court.  (See  also  fns.  5-9,  13 
and  14,  infra.) 


tax  return  (Form  1040)  for  the  taxable  year  ended  Feb- 
ruary 29,  1944,  evidencing  a  combined  income  and  viaory 
tax  liability  in  the  sum  of  $152,619.84  for  the  taxable  period 
beginning  March  1,  1942,  and  ended  February  29,  1944. 
Pursuant  to  such  returns,  the  taxpayer  paid  to  the  Colleaor 
the  sums  of  $76,297.91  and  $1,394.59,  $76,297.91,  and 
$214.53  on  or  about  October  8,  1943,  February  19,  1944, 
and  March  22,  1945,  respectively.  Those  payments  fully 
paid  all  the  tax  liability  of  the  taxpayer  as  evidenced  by 
such  tax  returns.  (R.  69.) 

On  or  about  April  21,  1945,  the  taxpayer  filed  with  the 
Collector  his  individual  income  tax  return  (Form  1040) 
for  the  taxable  year  ended  February  28,  1945,^*  evidencing 
no  tax  liability  for  that  taxable  year  but  rather  a  net  loss  in 
the  sum  of  $127,052.35,  incurred  in  the  taxpayer's  above- 
mentioned  business.^     (R.  69.) 

During  the  taxable  year  ended  February  28,  1945, 
Spencer  Dehydrator,  Inc.,  of  Lebanon,  Oregon,  an  Oregon 
corporation,  owed  the  taxpayer  the  sum  of  $61,115.48,  on 
account  of  accounts  payable  of  this  corporation  which  the 
taxpayer  had  previously  guaranteed  and  paid,  and  on  ac- 


(4)  Reference  hereinafter  to  the  taxable  years  1943, 
1944  and  1945  shall  be  understood  to  mean  the  taxable 
years  ended  on  the  last  day  of  February  of  those  years. 

(5)  We  likewise  object  to  this  finding  in  respea  of 
"the  taxpayer's  above-mentioned  business",  for  the  same 
reasons  stated  in  fn.  3,  supra. 


count  of  notes  payable  of  the  corporation  upon  which  the 
taxpayer  was  surety  and  whidh  he  paid.  Also  during  that 
taxable  year  the  Spencer  Packing  Company  of  Yakima, 
Washington,  a  Washington  corporation,  owed  the  taxpayer 
the  sum  of  $33,966.02  on  account  of  unpaid  rent,  sums 
advanced  by  the  taxpayer  to  that  corporation  to  pay  prom- 
issory notes  of  the  corporation  upon  which  the  taxpayer  was 
surety  which  were  used  by  it  to  pay  the  notes,  lug  boxes 
rented  to  the  corporation  by  the  taxpayer  and  not  returned 
by  it  to  him  because  they  had  become  broken,  and  money 
belonging  to  him  and  collected  but  not  paid  over  to  him 
by  the  corporation.  The  sums  owed  the  taxpayer  by  those 
corporations  were  unpaid  balances  on  open  accounts  re- 
ceivable of  the  taxpayer  and  not  open  accounts  payable  of 
the  corporations,  and  were  debts  which  arose  in  the  course 
of  the  taxpayer's  above  business  but  were  not  contributions 
to  the  capital  of  those  corporations  or  to  the  capital  of 
either  of  them.^  Each  of  the  corporations  was  completely 
liquidated  within  the  taxable  year  ended  February  28,  1945, 
■and  since  February  15th  of  that  year  neither  of  them  has 
engaged  in  any  business  or  had  any  income  or  assets.  Prior 
to  the  liquidation  of  those  corporations,  they  were  engaged 


(6)  We  likewise  c^bject  to  this  finding  in  respea  of, 
"The  sums  *  *  *  were  debts  which  arose  in  the  course  of 
the  taxpayer's  above  business  but  were  not  contributions  to 
the  capital  of  those  corporations  or  to  the  capital  of  either 
of  them",  for  the  reasons  stated  in  fn.  3,  supra. 
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in  the  business  of  food  processing.  Each  and  the  whole  of 
the  above-mentioned  debts  became  worthless  in  that  taxable 
year,  and  the  loss  sustained  by  the  taxpayer  from  the  worth- 
lessness  thereof  was  incurred  by  him  in  such  business  and 
was  attributable  to  the  operation  of  such  business  regularly 
carried  on  by  the  taxpayer.''   (R.  71-72.) 

In  the  taxpayer's  return  for  the  taxable  year  1945, 
a  deduaion  was  taken  for  bad  debts  in  the  amount  of 
$107,567.51,  which  was  for  the  two  debts  mentioned  above. 
At  the  time  the  return  was  made,  the  taxpayer's  books 
showed  that  the  amount  owed  him  by  the  Spencer  De- 
hydrator  Corporation  was  $73,601.49,  which,  together  with 
the  other  sum  of  $33,966.02  owed  him  by  the  Spencer 
Packing  Company,  made  up  the  aggregate  amount  of  $107,- 
567.51.  The  sum  of  $73,601.49  represented  the  balance  due 
the  taxpayer  after  applying  all  available  credits  against  his 
account  with  Spencer  Dehydrators,  Inc.,  except  that  there 
was  erroneously  included  in  such  balance  the  sum  of 
$223.21  which  was  due  and  owing  by  the  taxpayer  during 
that  taxable  year  on  account  of  taxes  on  real  and  personal 
property.  Such  taxes,  however,  were  against  the  Dehydrator 
plant  which  the  taxpayer  was  renting  to  that  corporation 
in  the  course  of  his  business.  One  of  the  credits  to  Spencer 


(7)  We  likewise  objea  to  this  finding  in  respect  of 
"the  operation  of  such  business  regularly  carried  on"  by 
the  taxpayer,  for  the  reasons  stated  in  fn.  3,  supra. 


Dehydrator,  Inc.,  was  for  its  account  against  the  Commodity 
Credit  Corporation,  whith  account  the  taxpayer  had  taken 
over.  Subsequent  to  the  f iUng  of  the  return  and  the  refund 
claim  mentioned  hereinafter,  an  audit  of  that  account  was 
made  by  representatives  of  the  Commodity  Credit  Corpora- 
tion, and  it  was  determined  thereby  that  the  Commodity 
Credit  Corporation  owed  $12,262.82  on  that  account,  in 
addition  to  the  amount  shown  on  the  books  of  Spencer 
Dehydrators,  Inc.,  on  February  15,  1945,  when  the  account 
was  taken  over  as  a  credit  by  the  taxpayer.  Such  sum  was 
entirely  earned  by  Spencer  Dehydrator,  Inc.,  which  was 
entitled  to  receive  it  from  the  Commodity  Credit  Corpora- 
tion prior  to  February  15,  1945.  It  was  applied  as  a  further 
credit  and,  with  the  above  taxes,  it  reduced  the  taxpayer's 
bad  debt  against  Spencer  Dehydrator,  Inc.,  from  |7 3, 60 1.49 
to  $61,115.46  as  specified  aibove,  and  thereby  reduced  his 
total  bad  debts  for  the  taxable  year  from  $107,567.51  to 
$95,081.48.    (R.  72-74.) 

The  taxpayer's  gross  income  from  his  business  for  the 
taxable  year  1945  was  $33,562.28.  He  took  business  de- 
duaions  for  that  year  in  the  sum  of  $17,217.72,  about  which 
there  is  no  dispute.  This  amount,  together  with  the  above 
two  bad  debts  of  $95,081.48,  taxes  of  $223.21,  and  de- 
preciation of  $31,617.89,  gave  the  taxpayer  business  de- 
duaions  for  that  year  in  the  aggregate  sum  of  $144,140.33. 
His  net  loss  attributaible  to  the  operations  of  his  above 
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business^  for  that  taxable  year  was  $110,578.05.  (R.  75.) 

During  the  taxable  year  1945,  the  taxpayer  sold  property 
which  had  been  held  by  him  for  more  than  six  months  and 
realized  a  gain  therefrom  in  the  total  sum  of  $17,141,39. 
There  are  no  other  gains,  losses  or  deductions  to  be  taken 
into  account  in  computing  the  taxpayer's  "net  operating 
loss"  for  that  taxable  year,  in  accordance  with  the  provisions 
of  Seaion  122  of  the  Internal  Revenue  Code.  The  taxpayer 
sustained  a  "net  operating  loss"  for  that  year,  and  a  "net 
operating  loss  carry-back"  for  the  taxable  years  1943  and 
1944,  within  the  meaning  of  Section  122,  in  the  sum  of 
$93,436.66  which  was  incurred  in  and  was  attributable  to 
the  operation  of  the  above  business  regularly  carried  on  by 
him.^  (R.  75.) 

Prior  to  having  sustained  the  above-mentioned  "net 
operating  loss  carry-back"  for  1943  and  1944  (R.  75),  and 
by  April  21,  1945  (when  he  filed  his  1945  tax  return  (R. 
69)),  the  taxpayer  had  paid  to  the  Collector  the  total 
amount  of  $152,619.84  on  account  of  his  combined  income 
and  victory  tax  liability  for  the  taxaible  period  ended  Feb- 
ruary 29,  1944,  as  shown  above  (R.  69).  He  overpaid  his 


(8)  We  likewise  object  to  this  finding  in  respect  of 
"the  operations  of  his  above  business"  for  the  reasons  stated 
in  fn.  3,  supra. 

(9)  We  likewise  object  to  this  finding  in  respect  of 
"the  operation  of  the  above  business  regularly  carried  on  by 
him",  for  the  reasons  stated  in  fn.  3,  supra. 
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income  and  viaory  tax  liability  for  that  taxable  period  in 
the  sum  of  $78,659.03,  and  the  CoUeaor  has  not  refunded 
such  amount  or  any  part  thereof  to  the  taxpayer/^  (R.  78.) 

On  or  about  April  21,  1945,  the  taxpayer  filed  with 
the  CoUeaor  a  claim  for  the  refund  of  $93,565.04,  which 
was  based  on  the  ground  presented  in  the  complaint  herein 
(R.  2-42),  nam^ely,  that  he  is  entitled  to  the  "net  operating 
loss  carry-back",  and  that  the  recomputation  of  his  income 
and  victory  taxes  for  the  taxable  period  ended  February 
29,  1944,  including  the  "net  operating  loss  carry-back", 
results  in  an  overpayment  of  his  income  and  viaory  taxes 
for  that  period.  More  than  six  months  elapsed  from  the 
filing  of  the  claim  to  the  date  of  the  filing  of  this  aaion, 
and  no  notice  of  allowance  or  disallowance  thereof  has  been 
received  by  the  taxpayer  from  the  Commissioner  of  Internal 
Revenue.  (R.  78.) 

Upon  the  basis  of  the  foregoing  facts  the  District  Court 
held  that  the  taxpayer  was  engaged  in  the  business  regularly 


(10)  We  object  to  this  finding,  of  course,  as  being  an 
erroneous  conclusion  drawn  from  the  several  adverse  find- 
ings of  fact  which  we  consider  wrong  and  contrary  to  the 
undisputed  facts,  the  statute  and  the  decisions,  as  herein- 
after shown  in  our  argument, 
carried  on  by  him  of  guaranteeing  the  operations  of  his 

three  wholly-owned  corporations  during  the  taxable  years 

1944  and  1945,  and  that  therefore  he  was  entitled  to  carry 
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back  to  the  taxable  year  1944  the  net  operating  losses  alleged 
to  have  been  suffered  in  1945,  within  the  meaning  of  Sec- 
tions 23  (k)  (4)  and  122  of  the  Internal  Revenue  Code 
(Appendix,  infra).  (R.  79-80.)  The  Distria  Court  there- 
upon entered  judgment,  v^ith  costs,  in  favor  of  the  tax- 
payer (R.  83-84) ,  from  which  the  Colleaor  and  the  United 
States,  as  interpleader,  appealed  to  this  Court  for  review 
(R.85). 

STATEMENT  OF  POINTS  TO  BE  URGED 
The  District  Court  erred  (R.  87-89)  : 

1.  In  finding  and  concluding  that  the  taxpayer  was^ 
during  the  taxable  year,  engaged  in  the  trade  or  business, 
regularly  carried  on  by  him,  of  financing,  acquiring,  own- 
ing, expanding,  equipping  and  leasing  food  processing 
plants. 

2.  In  finding  and  concluding  that  the  sums  advanced 
by  the  taxpayer  to  or  on  behalf  of  the  corporations  here  in- 
volved, the  Spencer  Dehydrators,  Inc.,  of  Lebanon,  Oregon, 
and  the  Spencer  Packing  Company  of  Yakima,  Washing- 
ton, constituted  bad  debts  and  did  not  constitute  capital  in- 
vestments by  the  taxpayer  in  those  corporations. 

3.  In  concluding  that  during  the  taxable  years  ended 
February  28,  1943,  February  29,  1944,  and  February  28, 
1945,  the  taxpayer  was  engaged  in  a  business  regularly 
carried  on  by  him  within  the  meaning  of  Section  23  (k)  (4) 
and  Seaion  122  (d)   (5)  of  the  Internal  Revenue  Code. 

4.  In   concluding  that  the   sums  of  $61,115.46  and 
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$33,966.02  were  owed  to  the  taxpayer  by  the  Spencer  De- 
hydrators,  Inc.,  and  the  Spencer  Packing  Company  of 
Yakima,  and  that  such  amounts  were  ddbts  which  became 
worthless  within  the  taxable  year  ended  February  28,  1945, 
and  concluding  chat  the  taxpayer  incurred  a  loss  in  a  busi- 
ness regularly  carried  on  by  him  during  that  period  in  the 
total  sum  of  $95,081.48,  from  worthless  debts,  within  the 
meaning  of  Seaion  23  (k)  of  the  Internal  Revenue  Code. 

5.  In  concluding  that  the  taxpayer  was  entitled  to  a 
net  operating  loss  carry^back,  within  the  meaning  of  Sec- 
tion 122  of  the  Internal  Revenue  Code,  for  the  taxable 
period  begun  March  1,  1942,  and  ended  February  29,  1944, 
in  the  sum  of  $93,436.66. 

6.  In  granting  judgment  in  favor  of  the  taxpayer  and 
against  the  United  States  to  the  extent  that  the  judgment 
was  based  on  the  allowance  of  the  aforementioned  net  op- 
erating loss  carry-back  under  Seaion  122  of  the  Internal 
Revenue  Code. 

SUMMARY  OF  ARGUMENT 

The  taxpayer  is  not  entitled  to  carry  back  and  dedua 
from  the  income  of  the  taxable  year  1944  the  losses  allegedly 
suffered  in  1945  for  the  right  to  such  carry-back  is  limited 
by  the  statute  to  losses  "attributable  to  the  operation  of  a 
trade  or  business  regularly  carried  on  by  the  taxpayer". 
The  Distria  Court's  findings  and  conclusions  to  the  con- 
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trary  are  direaly  opposed  to  the  undisputed  facts  showing 
that  the  taxpayer  was  not  engaged  in  such  business,  gen- 
erally, within  the  meaning  of  the  terms  of  the  statute  and 
the  decisions.  The  taxpayer,  the  sole  stockholder  of  his 
three  cannery  corporations,  financed  and  guaranteed  only 
their  operations  and  obligations,  respeaively,  not  those  of 
other  canneries  or  corporations  generally.  Therefore,  he 
was  not  engaged  in  carrying  on  such  business  regularly. 
While  the  taxpayer,  as  sole  stockholder,  completely  con- 
trolled and  dominated  the  three  corporations,  their  busi- 
nesses were  not  his  businesses.  Accordingly,  it  follows  that 
the  losses  resulting  from  the  several  canneries'  liquidation 
and  their  consequent  inability  to  repay  the  taxpayer  were 
merely  isolated  capital  transaaions  which  were  not  attri- 
butable to  the  operation  of  a  trade  or  business  regularly 
carried  on  by  the  taxpayer,  within  the  meaning  of  the  statute 
and  the  controlling  decisions. 

The  taxpayer's  advances  and  extension  of  his  credit  to 
his  three  wholly-owned  cannery  corporations  represented 
capital  contributions  and  not  bad  ddbts  owed  him  by  them. 
Without  his  meeting  the  burden  of  proving  that  he  was 
regularly  engaged  in  the  above-mentioned  business  and  that 
the  guaranteed  corporate  obligations  and  accrued  rentals 
represented  bad  debts  and  not  capital  investment,  the  tax- 
payer cannot  prevail.  The  District  Court's  findings  and 
conclusions  to  the  contrary  in  this  respect  are  likewise  di- 
realy against  the  undisputed  faas,  the  law,  and  the  de- 
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cisions,  showing  that  the  items  in  question  represented 
capital  contributions.  The  taxpayer's  activities  on  be'half 
of  the  canneries  merely  there*by  arranged  and  provided  for 
the  necessary  capital  for  those  purposes,  and  that  constitutes 
capital  contributions,  under  the  statute  and  authorities.  The 
loss  which  the  taxpayer  seeks  to  carry  back  and  charge 
against  income  of  the  taxalble  year,  therefore,  is  a  capital 
investment  loss  which  does  not  meet  t^he  requirements  of  the 
statute  in  respect  of  carry-back  deductibility. 

ARGUMENT 

THE  TAXPAYER  IS  NOT  ENTITLED  TO  CARRY  BACK 

AND  DEDUCT  FOR  THE  TAXABLE  YEAR  1944  THE 

NET  OPERATING  LOSS  ALLEGED  TO  HAVE  BEEN 

SUFFERED  IN  1945. 

The  question  for  decision  here  is  whether  the  taxpayer 

is  entitled  to  carry  back  and  deduct  from  gross  income  for 

the  taxable  year  1944  his  net  operating  losses  alleged  to 

have  been  sustained  in  1945,  under  the  carry ^back  provisions 

of  Section  122  of  the  Internal  Revenue  Code  (Appendix, 

mfra) .  The  taxpayer  contended  in  the  court  below  and  the 

Distria  Court  decided  (R.  79-82 ) ,  tjhat  he  could  properly 

do  so  under  the  terms  of  the  statute,  and  that  therefore  he 

is  entitled  to  recover  herein.  We  siibmit,  however,  that  the 

Distria  Court's  findings  and  holdings  to  sudh  effect  are 

erroneous  as  not  being  supported  by  the  undisputed  facts, 
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and  are  contrary  to  the  provisions  of  the  statute  and  the 
controUng  authorities. 

The  statute  permits  taxpayers  to  carry  back  and  deduct 
for  any  two  preceding  taxable  years  begun  after  January 
1,  1941,  net  operating  losses  for  the  current  taxable  year 
begun  after  December  31,  1941,  such  carry-backs  being 
limited  to  losses  attributable  to  t?he  operation  of  a  trade  or 
business  regularly  carried  on  by  the  taxpayer.  Seaion  122 
(a)  to  (e),  inclusive,  of  the  Internal  Revenue  Code.  Sec- 
tion 122  (d)  (5),  however,  provides  that  deduaions  other- 
wise allowed  by  law  which  are  not  attributable  to  the  op- 
eration of  a  trade  or  business  regularly  carried  on  by  an 
individual  taxpayer  (other  than  a  corporation)  shall  be 
allowed  only  to  the  extent  of  the  amount  of  the  gross  income 
which  is  not  derived  from  such  trade  or  business.  Hence  in 
order  to  prevail,  it  is  incumbent  upon  the  taxpayer  to  estab- 
lish (a)  that  his  activities  in  financing  and  guaranteeing 
the  obligations  of  only  his  three  wholly-owned  and  con- 
trolled cannery  corporations  during  the  taxable  year  con- 
stituted "the  operation  of  a  trade  or  business  regularly 
carried  on"  by  him,  within  the  meaning  of  Section  122  (d) 
(5)  ;  and  also  (b)  that  his  advancements  and  guaranteeing 
the  c^bligations  and  accrued  rentals  of  those  corporations, 
by  extending  his  credit  and  endorsing  their  notes  in  order 
to  have  the  necessary  operating  capital  to  carry  on  their 
businesses,  represented  ordinary  bad  debts  and  not  con- 


tributions  to  capital/^  (R.  108,  109.)  The  taxpayer,  how- 
ever, has  failed  to  prove  either  proposition. 

A.  The  taxpayer's  financing  only  his  own  corporations  in- 
stead of  cannery  or  other  corporations  generally,  did  not 
constitute  the  operation  of  a  trade  or  business  regularly 
carried  on  by  him. 

A  short  resume'  of  the  facts  will  readily  show  that  the 
taxpayer  was  not  engaged  in  the  business,  generally,  of 


(11)  It  is  well  established  that  deductions  are  matters 
of  legislative  grace  and  the  taxpayer  must  show  that  he 
comes  clearly  within  the  statute.  Neu/  Colonial  Co.  v. 
Helvering,  292  U.  S.  435.  In  order  to  recover,  the  taxpayer 
must  establish  both  of  the  conditions  prescribed  in  Section 
122  for  they  are  conjunctively  stated  in  the  statute.  The 
taxpayer,  however,  has  not  succeeded  in  doing  this,  as  we 
show  hereinafter.  Moreover,  since  the  taxpayer  is  seeking 
to  carr}'  back  and  deduct  net  operating  losses  of  the  year 
1945  against  income  of  the  taxable  year  1944,  he  is  thereby 
in  effect  making  a  claim  in  the  nature  of  an  exemption  from 
tax  under  Section  122  to  the  extent  of  avoiding  taxes  other- 
wise due  and  payable  for  the  taxaible  year,  and  therefore  he 
cannot  prevail  for,  as  we  shall  show  later,  he  has  failed  to 
bring  himself  literally  within  the  terms  of  the  statute  allow- 
ing it.  Helvering  v.  Northwest  Steel  Mills,  311  U.  S.  46,  49; 
United  States  v.  Stewart,  311  U.  S.  60,  71;  White  v.  United 
States,  305  U.  S.  281,  292;  New  Colonial  Co.  v.  Helvering, 
supra;  It  is  settled  that  exemption  from  taxation  should  not 
rest  upon  implication.  United  States  v.  Stewart,  supra,  p.  71; 
U.  S.  Trust  Co.  V.  Helvering,  307  U.  S.  57,  60. 
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financing  and  guaranteeing  the  obligations  of  even  cannery, 
much  less  other,  corporations  generally.  The  net  operating 
losses  sought  to  be  carried  back  from  1945  and  deducted 
for  the  taxable  year  1944  are  alleged  to  have  been  suffered 
because  of  the  taxpayer's  guarantees  to  pay  the  obligations 
of  two  of  the  corporations  wholly  owned  by  him  which  had 
been  form.ed  after  the  taxpayer  had  been  in  the  cannery 
business  for  many  years.  He  formed  these  two  corporations 
— and  also  another  which  is  not  involved  here — just  prior 
to  the  taxable  year  involved  in  order  to  operate  his  canneries 
on  a  percentage-of-production  basis.  Prior  thereto  he  had 
obtained  growers'  contracts  which  were  assigned  to  the 
corporations  which  had  no  working  capital  or  credit.  Tlie 
taxpayer  agreed  in  the  leases  of  the  plants  to  the  corpora- 
tions to  guarantee  their  dbligations.  The  two  corporations 
were  not  successful  and  they  were  liquidated.  The  tax- 
payer made  advancements  to  them  vv^hich  were  carried  on 
their  books  as  accounts  payable  to  the  taxpayer.  Upon 
liquidation  the  taxpayer  satisfied  their  outstanding  obliga- 
tions and  it  is  this  amount  and  the  advancements  which  he 
claims  as  a  carry-back  loss.  On  these  faas  the  taxpayer 
attempted  to  show  below,  and  the  Distria  Court  found 
(R.  67-68,  72,  75)  and  held  (R.  79-80),  that  the  taxpayer 
was  in  the  business  of  financing  canneries  and  thereby  sus- 
tained the  claimed  carry-back  loss,  within  the  meaning  of 
Seaion  122.  The  court  below  so  found  and  held  despite  the 
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fact  that  the  record  shows  that,  according  to  the  taxpayer's 
own  testimony  (R.  158-161),  the  only  corporations  which 
he  endeavored  to  and  ever  did  finance  were  his  own  three 
completely-owned  and  dominated  canneries  (R.  153-154), 
of  which  he  was  the  sole  stockholder  (barring  "three  or  four 
quahfying  shares"  held  by  others)  (R.  108,  129,  154-155), 
and  that  he  had  never  financed  any  other  corporations  (R. 
153-154). 

The  primary  facts  relative  to  this  issue  are  not  in  dis- 
pute. (R.  109.)  They  show  that  the  taxpayer  did  finance, 
by  the  extension  of  his  credit,  his  three  wholly-owned  can- 
neries operated  by  him  as  president  and  chairman  of  the 
board  of  direaors  (R.  104-105,  121,  123),  as  the  court  be- 
low found  (R.  68) .  However,  the  District  Court's  ultimate 
finding  and  conclusion  that  the  taxpayer  was  engaged  in 
the  business  of  financing  and  guaranteeing  the  obligations 
of  cannery  corporations,  generally,  and  therefore  he  was 
entitled  to  the  net  operating  loss  carry-back  (R.  68,  79-80), 
find  no  support  in  the  undisputed  facts  and  the  evidence 
of  record,  or  in  the  statute  and  controlling  decisions.  The 
undisputed  faas  show  that  the  taxpayer  financed  only  his 
own  three  cannery  corporations  (R.  104,  133-135),  and  no 
others  (R.  153-154),  in  order  "to  protea"  his  stock  in  those 
corporations  (R.  157-158).  There  is  no  evidence  whatever 
to  show  that  he  held  himself  out  to  the  public  generally  as 
a  banker,  financier,  or  otherwise  engaged  in  carrying  on 
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the  business  of  financing  cannery  or  other  corporations, 
generally,  or  that  he  ever  promoted  and  financed  any  cor- 
porations other  than  his  own  three  wholly-owned  canneries. 
The  evidence  shows  that  he  did  not  do  so.  (R.  153-154.) 
It  also  shows  that  the  taxpayer,  as  sole  stockholder,  expanded 
his  credit  and  invested  the  money  by  financing  the  three 
cannery  enterprises  (R.  123),  which  were  wholly  without 
assets  or  capital  otherwise  (R.  105,  l6l),  in  order  to  make 
them  operate  and  pay  him  the  lease  money  (R.  104),  and 
that  when  they  turned  out  to  be  unprofitable  enterprises 
(R.  105-106,  125,  l4l),  either  from  his  standpoint  as  sole 
stockholder  or  from  that  of  receiving  rentals  therefrom,  he 
"sold  out"  the  canneries  and  took  the  losses^^  (R.  104,  158- 
159,  160-161). 

Thus,  the  District  Court's  adverse  findings  and  conclu- 
sions, heretofore  objected  to,  are  not  supported  by  any  real 
evidence,  much  less  substantial  evidence,  the  preponderance 
of  the  evidence  and  the  undisputed  faas  being  the  other 
way,  and  consequently,  without  the  necessity  of  this  Court's 
weighing  the  evidence  at  all,  they  should  be  set  aside  and 


(12)  In  this  conneaion,  the  taxpayer  testified  on  cross- 
examination  substantially  as  follows  (R.  158-161)  :  In  order 
to  make  the  three  canneries  successful  in  their  operations, 
the  taxpayer  expanded  his  credit  and  invested  that  money 
to  make  the  enterprises  work  because  that  would  be  finan- 
cially beneficial  for  him.  (R.  158.)  Otherwise  they  would 
not  have  been  able  to  pay  the  taxpayer  the  lease  money  and 
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reversed  by  this  Court  as  a  matter  of  law/^  As  the  court 
stated  in  Cohen  v.  Commissioner,  148  F.  2d  336,  337 
(CCA.  2d),  apropos  of  this,  even  chough  that  conclusion 
was  direaly  contrary  to  the  testimony  of  the  taxpayer's  two 
witnesses,  nevertheless — 


he  would  have  received  no  other  return  from  the  corpora- 
tions. He  agreed  in  the  leases  to  finance  the  corporations. 
Finally,  he  decided  that  they  were  not  prof  itaJble  enterprises, 
either  from  his  standpoint  as  sole  stockholder  or  from  that 
of  receiving  the  rentals,  and  therefore  he  "sold  out"  the  cor- 
porations. The  taxpayer  was  "apparently"  financially  able 
to  operate  the  canneries  himself,  independently  of  the  cor- 
porations. (R.  159.)  The  three  corporations,  however,  were 
operating  under  agreements  with  the  banks,  guaranteed  by 
the  taxpayer,  because  he  did  not  have  sufficient  money  to 
finance  the  companies  himself,  independently  of  the  banks. 
When  he  organized  the  companies  he  knew  he  had  to  raise 
the  necessary  funds  somehow  in  order  to  gQt  their  operations 
started  and  therefore  he  extended  his  credit  for  that  pur- 
pose, the  corporations  not  having  sufficient  independent 
credit  of  their  own  to  borrow  the  necessary  money  from 
the  banks  in  order  to  have  started  operations.  (R.  1 60.) 
They  did  not  have  the  necessary  assets  for  that  purpose 
upon  incorporation,  and  therefore  the  only  possible  way  for 
them  to  get  started  was  for  the  taxpayer  to  assist  them  in 
the  financing  of  it.  (R.  I6l.) 

(13)  As  stated  in  several  footnotes  under  the  statement 
of  facts,  supra,  we  object  to  the  Distria  Court's  erroneous 
adverse  findings  and  conclusions,  drawn  from  various 
subordinate  facts,  as  being  unsupported  by  the  undisputed 
primary  faas  and  contrary  to  the  decisions  and  statute.  (See 
fns.  3  and  5-9,  supra.) 
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*  *  *  as  we  suggested  in  Golden  Eagle  Farm  Products, 
Inc.,  V.  Approved  Dehydrating  Co.,  2  Cir.  147  F.  2d 
359,  footnote  1,  if  the  uncontradicted  witness  rule  ap- 
plies at  all  when  there  is  no  jury,  it  must  yield  when 
there  are  facts  which  even  indirectly  may  give  rise  to 
inferences  contraditing  the  witness.   In  the  case  at  bar 

such  inferences  may  'be  drawn  from  undisputed  facts; 

*  *  * 

The  Government's  exceptions  to  the  conclusions  of  law 
of  the  court  below  and  its  refusal  to  reach  other  conclusions 
in  harmony  with  the  undisputed  facts,  as  requested,  raises 
a  substantial  question  of  law — whether  the  District  Court's 
verdict  was  wholly  without  evidence  to  sustain  it — and  con- 
sequently its  general  verdict  is  not  conclusive.  Since  the  un- 
disputed facts  show  that  the  verdict  below  was  without 
evidence  to  sustain  it,  therefore,  it  is  proper  for  this  Court 
to  reverse.  While  findings  of  fact,  of  course,  should  not  be 
distur*bed  if  supported  by  substantial  evidence,  nevertheless 
it  is  settled  that  erroneous  fact  inferences  will  be  set  aside 
and  corrected  when  not  supported  by  the  facts  found,  or 
if  wrong  inferences  were  drawn,  as  herein.  McCaughn  v. 
Real  Estate  Co.,  291  U.  S.  606,  608.  Moreover,  the  District 
Court's  findings  of  faa  and  conclusions — that  the  taxpayer 
was  engaged  in  the  business  of  cannery  financing  regularly 
carried  on  by  him — used  the  words  of  the  statute,  and  its 
conclusions  involve  the  meaning  of  the  words  found  in  the 
statutory  provisions.  Hence,  they  are  questions  of  law,  the 
decision  of  which  is  unembarrassed  by  any  disputed  ques- 
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tion  of  faa  or  any  necessity  to  draw  an  inference  of  fact 
from  the  basic  findings.  Consequently,  the  conclusion  of 
the  District  Court  does  not  foreclose  their  decision  by  this 
Court.  Cf.  Trust  of  Bingham  v.  Co?nmissioner,  325  U.  S. 
365,  371;  Rassenfoss  v.  Co77imissioner,  158  F.  2d  764,  765- 
766  (CCA.  7th).  Hence  the  District  Court's  application 
and  use  of  the  statutory  words  in  its  adverse  findings  of  fact 
and  the  meaning  thereof  in  its  conclusions,  is  reviewable. 
Moreover,  the  District  Court's  finding  that  the  taxpayer 
was  engaged  in  such  business  was  a  conclusion,  and  it  is 
settled  that  the  findings  of  fact  should  not  include  con- 
clusions of  law.  Jackson  Y.  United  States,  230  U.  S.  1,  18. 

The  Distria  Court  plainly  misinterpreted  the  words — 
"the  operation  of  a  trade  or  business  regularly  carried  on 
by  the  taxpayer" — of  the  statute  (Seaion  122  (d)  (5)), 
and  failed  to  apply  and  ignored  the  rules  laid  down  in  the 
controlling  decisions,  cited  and  relied  upon  by  the  Govern- 
ment in  the  court  below.  Thus,  Burnet  v.  Clark,  287  U.  S. 
410,  relied  upon  below,  is  a  case  in  all  material  respects 
direaly  in  point  and  is  controlling  here.  There  the  taxpayer 
was  the  major  stockholder,  active  head  and  president  of 
the  Bowers  Southern  Dredging  Company.  The  corporation 
needed  credit  and  the  taxpayer  endorsed  the  company's 
obligations  to  the  bank.  The  assets  of  the  corporation  went 
into  the  hands  of  its  creditors  and  in  1922  a  new  corporation 
was  formed.   The  taxpayer  was,  in  1921,  required  to  pay 
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$68,000  on  the  endorsements.  The  Commissioner  disallowed 
a  carry-over  loss  in  1923,  claimed  under  Section  204  (a)  and 
(b)  of  the  Revenue  Act  of  1921,  c.  136,  42  Stat.  227  (stat- 
utory provisions  similar  to  those  here  involved),  because 
the  loss  did  not  result  from  the  operation  of  a  "trade  or 
business  regularly  carried  on  by  the  taxpayer."  The  Board 
of  Tax  Appeals  sustained  the  Commissioner's  determination 
(19  B.T.A.  859),  the  Court  of  Appeals  of  the  District  of 
Columbia  reversed  (59  F.  2d  1031 ) ,  and  the  Supreme  Court 
reversed  the  appellate  court  in  favor  of  the  Government, 
holding  that  the  taxpayer  was  engaged  as  an  officer  in 
operating  and  regularly  carrying  on  a  dredging  business 
and  not  the  business  of  financing  companies.  The  Court, 
quoting  approvingly  from  the  Board's  opinion  in  that  case, 
stated  (287  U.  S.  410,  413): 

"In  order  for  the  losses  here  involved  to  be  de- 
ductible in  determining  taxable  income  for  1923,  they 
must  be  net  losses  resulting  from  the  operation  of  a 
trade  or  business  regularly  carried  on  by  the  petitioner 
and  not  from  isolated  and  occasional  transactions  .  .  . 

"With  respea  to  the  loss  of  $68,000  resulting  from 
the  petitioner's  endorsement  of  the  Bowers  Company 
notes,  he  testified  fhat  in  endorsing  the  notes  he  was 
seeking  to  protea  his  investment  in  its  stock.  Aside 
from  endorsing  an  undisclosed  number  of  notes  of  this 
company  there  is  nothing  in  the  record  to  indicate  that 
acting  as  endorser  or  guarantor  constituted  a  business 
or  trade  with  the  petitioner.  So  far  as  the  record  shows 
these  were  the  only  notes  ever  endorsed  by  the  petitioner 
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for  the  Bowers  Company  or  for  any  other  company  or 
person.  From  the  f  aas  in  the  case  we  are  of  the  opinion 
that  the  loss  did  not  result  from  the  operation  of  a  trade 
or  business  regularly  carried  on  by  the  petitioner  but 
resulted  from  isolated  or  occasional  transactions  .  .  ." 
[Italics  suppHed.} 

The  Court  thereupon  concluded  as  follows  (p.  415)  : 

''The  respondent ^was  employed  as  an  officer  of  the 
corporation;  the  business  which  he  conducted  for  it  was 
not  his  own.  There  were  other  stockholders.  And  in 
no  sense  can  the  corporation  be  regarded  as  his  alter 
ego  or  agent.  He  treated  it  as  a  separate  entity  for 
taxation;  made  his  own  personal  return  and  claimed 
losses  through  dealings  with  it.  He  urns  not  regularly 
engaged  in  endorsing  notes,  or  buying  and  selling  cor- 
porate securities.  The  unfortunate  endorsements  were 
no  part  of  his  ordinary  business,  but  occasional  trans- 
actions intended  to  preserve  the  value  of  his  invest- 
ment in  capital  shares."   [Italics  supplied.] 

Thus  the  only  difference  between  the  two  cases  is  the 
immaterial  one  that  the  taxpayer  there,  as  the  principal 
stockholder,  president  and  active  head  of  the  corporation, 
financed  the  single  corporation  by  endorsing  its  obligations 
to  the  bank,  whereas  the  taxpayer  herein,  as  sole  stockholder, 
did  the  same  thing  in  connection  with  his  three  cannery 
corporations.  We  doubt  that  the  taxpayer  would  contend 
that  whether  one  or  three  corporations  were  involved, 
would  make  any  difference  in  the  result  under  the  same 
factual  situation.   Moreover,  substantially  all  the  principal 
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arguments  made  by  the  taxpayer  herein  were  likewise  pre- 
sented and  overruled  'by  the  Supreme  Court  in  that  case. 

Likewise,  Dalton  v.  Bowers,  287  U.  S.  404,  contains  a 
similar  factual  situation.  There  the  taxpayer  organized  a 
corporation  in  1917  which,  accordingly  to  his  testimony, 
was  to  develop  and  improve  his  patented  inventions.    In 

1924  the  corporation  became  hopelessly  insolvent  and  in 

1925  it  passed  out  of  existence.  In  1923  and  1924  the  tax- 
payer claimed  large  deductions  on  account  of  bad  ddbts 
due  from  the  corporation.  In  his  1925  return  the  taxpayer 
claimed  a  deduction  of  $395,000  which  represented  the 
full  amount  which  he  had  paid  for  all  the  stock  of  the  cor- 
poration. The  theory  on  which  the  deduaion  was  claimed 
in  1925  was  that  when  the  stock  of  the  corporation  became 
worthless  in  1924  the  taxpayer  sustained  a  net  loss  in  his 
trade  or  business  which  was  deductible  from  1925  income 
under  Seaion  206  (a)  and  (b)  of  the  Revenue  Act  of 
1924,  c.  234,  43  Stat.  253  (similar  to  the  statutory  provisions 
involved  herein).  In  support  of  that  theory,  the  taxpayer 
contended  that  the  corporate  entity  constituted  a  part  of  his 
individual  trade  or  business  which  was  not  merely  that  of 
inventing  but  included  the  exploiting  of  his  inventions  and 
developing  and  selling  them  through  corporations  organized 
for  that  special  purpose.  The  Court,  in  holding  that  the 
loss  sustained  in  1924  was  not  a  statutory  net  loss,  pointed 
out  that  whether  theoretically  valid  or  not,  the  taxpayer's 
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argument  rested  on  assumptions  out  of  harmony  with  the 
facts  disclosed  by  the  record;  the  taxpayer  was  not  regularly 
engaged  in  the  business  of  buying  and  selling  corporate 
stocks;  the  general  rule  for  tax  purposes  is  that  a  corpora- 
tion is  an  entity  distinct  from  its  stockholders;  and  the  cir- 
cumstances there  were  not  so  unusual  as  to  create  an  ex- 
ception. The  Supreme  Court  quoted  approvingly  from  the 
appellate  court's  opinion,  in  respect  of  the  taxpayer  there 
who  "paid  the  debts  of  the  corporation"  which  he  "dealt 
with  *  *  *  as  an  entity",  as  follows  (p.  407) : 

"There  is  no  justification  for  saying  that  the  busi- 
ness of  the  corporation  was  that  of  the  appellee.  Dur- 
ing the  period  the  appellee  dealt  with  the  corporation 
as  an  entity.  When  he  paid  the  debts  of  the  corpora- 
tion, he  drew  on  his  personal  account  in  favor  of  the 
corporation's  account  and  this  made  the  corporation 
his  debtor.  Separate  tax  returns  were  filed  by  the  cor- 
poration and  by  the  appellee.  *  *  *  The  loss  now 
sought  to  he  deducted  was  an  investment  which  he 
made  in  the  corporation  and  did  not  occur  in  the 
operation  of  the  trade  or  business  regularly  carried  on 
by  the  appellee  .  .  ."  [Italics  supplied.] 

The  Court  then  continued  (pp.  409-410) : 

"Dalton  was  not  regularly  engaged  in  the  business 
of  buying  and  selling  corporate  stocks.  He  organized 
the  Manufaauring  Corporation  and  took  over  all  its 
shares  with  the  intention  of  selling  them  at  a  profit. 
He  treated  it  as  something  apart  from  his  ordinary 
affairs,  accepted  credits  for  salaries  as  an  officer, 
claimed  loss  to  himself  because  of  loans  to  it  which 


28 

had  become  worthless,  and  caused  it  to  make  returns 
for  taxation  distinct  from  his  own.  Nothing  indicates 
that  he  regarded  the  corporation  as  his  agent  with 
authority  to  contract  or  act  in  his  behalf.  Ownership 
of  all  the  stock  is  not  enough  to  show  that  creation  and 
manage^nent  of  the  corporation  was  a  part  of  his  ordi- 
nary business.  Certainly,  under  the  general  rule  for  tax 
purposes  a  corporation  is  an  entity  distinct  from  its 
stockholders,  and  the  circumstances  here  are  not  so 
unusual  as  to  create  an  exception."   [Italics  supplied.} 

In  Deputy  v.  duPont,  308  U.  S.  488,  the  Court  denied  a 
deduaion  for  carrying  charges,  incurred  by  the  taxpayer 

on  sales  of  stock  made  to  assist  his  corporation  and  preserve 

his  investment  in  the  corporation,  on  the  ground  that  the 

taxpayer  was  not  engaged  in  the  business  of  trading  in 

securities.  The  Court,  following  Burnet  v.  Clark,  supra,  said 

(pp.  493-494) : 

"In  the  first  place,  the  payments  in  question  do  not 
meet  the  test  enunciated  in  Kornhauser  v.  United  States, 
276  U.  S.  145,  since  they  proximately  result  not  from 
the  taxpayer's  business  but  from  the  business  of  the 
duPont  Company.  The  original  transactions  had  their 
origin  in  an  effort  by  that  company  to  increase  the 
efficiency  of  its  management  by  selling  its  stock  to 
certain  of  its  key  executives.  The  respondent  under- 
took to  furnish  the  necessary  stock  only  after  the  com- 
pany had  been  advised  that  it  could  not  legally  do  so. 
In  that  posture  of  the  case  these  payments  are  no  more 
deductible  than  were  the  payments  made  by  the  stock- 
holder in  Burnet  v.  Clark,  supra,  as  a  result  of  his  en- 
dorsements of  the  obligations  of  his  corporation.  Those 
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payments  were  disallowed  as  deductions  from  his  gross 
income  though  they  arose  out  of  transactions  which 
were  intended  to  preserve  his  investment  in  the  cor- 
poration. Similar  payments  were  disallowed  in  Dalton 
V.  Bowers,  287  U.  S.  404."  *  *  *  [Italics  supplied.} 

Mr.  Justice  Frankfurter,  in  a  concurring  opinion  in  the 

duPont  case,  supra,  stated  (p.  499)  that — 

"  'carrying  on  any  trade  or  business,'  within  the  con- 
templation of  Section  23  (a),  involves  holding  one's 
self  out  to  others  as  engaged  in  the  selling  of  goods  or 
services.    *  *  * 

To  the  same  effea,  see  Vari  Dyke  v.  Commissioner,  23 
B.T.A.  946,  affirmed  per  curiam  by  this  Court,  63  F.  2d 
1020,  and  also  affirmed  per  curiam  by  the  Supreme  Court, 
291  U.  S.  642,  rehearing  denied,  291  U.  S.  650  (both  on 
the  authority  of  Burnet  v.  Clark,  supra,  and  Dalton  v. 
Bowers,  supra) ;  also  Watson  v.  Commissioner,  124  F.  2d 
437,  439  (CCA.  2d)  (where  the  court  stated  that  "Even 
when  one  man  owns  all  the  stock,  he  and  his  corporation 
will  usually  be  treated  as  separate  legal  entities  for  tax  pur- 
poses") ;  Stephenson  v.  Commissioner,  101  F.  2d  33  (CCA. 
6th),  certiorari  denied,  307  U.  S.  647;  and  Gruver  v. 
Hehering,  70  F.  2d  292  (App.  D.C).  In  the  Van  Dyke 
case,  both  this  Court  and  the  Supreme  Court  held,  under 
faas  similar  to  those  herein,  that  the  taxpayer's  advances  to, 
and  aaivities  in  conneaion  with,  the  timber  corporation 
there  did  not  constitute  his  trade  or  business  regularly 
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carried  on  but  an  investment  in  the  company  for  credit. 
Consequently,  it  was  held  that  the  loss  resulting  from  the 
failure  of  the  company  in  the  taxable  year  was  not  incurred 
in  his  trade  or  business,  and  therefore  it  could  not  be  carried 
forward  and  deduaed  from  his  income  in  later  years. 

Several  cases,  such  as  Kittredge  v.  Commissioner,  88  F. 
2d  632  (CCA.  2d);  Averill  v.  Commissioner,  20  B.T.A. 
1196,  and  Conrades  v.  Commissioner,  21  B.T.A.  213,  for 
example,  were  cited  and  relied  upon  by  the  taxpayer  in 
the  court  below  but  they  are  distinguishable  on  their  faas 
and  of  no  help  to  him  here.  Thus,  the  Kittredge  case  held 
that  the  basis  for  determining  gain  or  loss  on  the  sale  of  a 
winery,  in  1931,  should  be  adjusted  for  depreciation  sus- 
tained from  the  property  so  acquired,  in  1919,  even  though 
it  was  not  used  by  the  taxpayer  or  rented  from  1922  to  the 
time  of  the  sale  in  1931.  The  court  was  of  the  opinion  (p. 
634)  that  the  phrase  "used  in  the  trade  or  business"  in  the 
seaion  of  the  statute  permitting  deductions  for  depreciation 
should  be  read  as  equivalent  to  "devoted  to  the  trade  or 
business".  That  case  did  not  involve  the  issue  presented 
here.  Averill  v.  Commissioner,  supra,  involved  a  taxpayer 
who  promoted  and  devoted  the  usual  business  hours  each 
day  to  the  affairs  of  many  diverse  enterprises  (approxi- 
mately 35  corporations),  operating  each  business  venture 
through  a  corporation  instead  of  as  a  personal  venture  and 
maintaining  an  office  and  a  number  of  employees  to  carry 
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on  such  businesses.  The  loss  sustained  from  the  failure  of 
one  of  the  corporations,  in  1922,  was  held  to  have  resulted 
from  the  taxpayer's  business  and  therefore  properly  con- 
sidered in  computing  the  amount  of  the  net  loss  wihich 
could  be  carried  forward  and  applied  against  the  income  of 
1923  and  1924.  That  case,  therefore,  had  all  the  statutory 
indicia  of  the  operation  of  one's  trade  or  business  during 
the  taxable  year.  However,  that  case  (decided  in  1930) 
was,  like  other  cases  relied  upon  by  the  taxpayer  below, 
decided  before  the  Supreme  Court  decided  Burnet  v.  Clark, 
and  Dalton  v.  Bowers  (both  supra)  the  other  way  in  1932, 
and  therefore  it  is  of  doubtful  value  or  effect  herein.  More- 
over, such  cases  as  Conrad es  v.  Commissioner,  supra,  in- 
volved entirely  different  factual  situations,  the  taxpayer 
there,  for  instance,  having  been  actively  engaged  in  the 
loan  business  for  many  years.  None  of  the  cases  cited  by 
the  taxpayer  below  has  any  effective  application  to  the  f aas 
herein  or  gives  aid  to  the  taxpayer. 

B.  The  taxpayer's  advancements  and  extension  of  his  credit 
to  his  three  wholly-owned  corporations  represented  capital 
investments. 

The  taxpayer  contended  below  that  his  advancements 
and  obligations  guaranteed  to  the  three  cannery  corpora- 
tions did  not  represent  capital  contributions  but  debts  due 
him  which  became  worthless  during  the  taxable  year  1945, 
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and  therefore  such  net  operating  loss  incurred  in  his  busi- 
ness may  properly  be  carried  back  and  applied  against  in- 
come for  the  taxable  years  1943  and  1944,  under  Sections 
23  (k)  and  122  of  the  Internal  Revenue  Code  (Appendix, 
mfra). 

We  have  already  shown  under  subheading  A  that  the 
losses  in  question  were  "not  attributable  to  the  operation  of 
a  trade  or  business  regularly  carried  on  by  the  taxpayer", 
within  the  meaning  of  Section  122  (d)  (5)  and  the  con- 
trolling authorities.  If  more  be  necessary,  however,  we  sub- 
mit that  the  taxpayer  has  the  burden  of  establishing  both 
questions  mentioned  above  as  determinative  of  the  issue 
presented  herein  since  they  are  conjunctive  in  charaaer — 
that  is,  whether  the  taxpayer's  activities  in  guaranteeing  the 
obligations  of  the  three  cannery  corporations  constituted  a 
trade  or  business  regularly  carried  on  by  him,  and  whether 
the  guaranteed  corporate  obligations  and  accrued  rentals 
represented  bad  d^bts  and  not  contributions  to  capital. 
(R.  108,  109.)  The  taxpayer  has  met  neither  of  these 
requisite  burdens.  If,  however,  it  be  considered  that,  con- 
trary to  the  authorities  cited  aJbove,  the  taxpayer's  activities 
in  making  the  advancements  to  and  guaranteeing  the  obli- 
gations of  only  hh  three  cannery  corporations,  amounted  to 
his  being  a  banker  or  financier  operating  and  carrying  on 
such  businesses  regularly,  within  the  meaning  of  Section 
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122(d)  (5),  we  submit  that  he  is  still  not  entitled  to  prevail 
for  the  reason  that  the  advancements  or  other  items  sought 
as  carry-back  deduaions  for  the  taxa^ble  year  constituted 
in  faa  capital  investments  and  not  bad  debts  deductible 
under  the  statute. 

The  court  below  found  that  the  sums  owed  the  tax- 
payer by  the  three  cannery  corporations  were  unpaid  bal- 
ances on  open  accounts  receivable  of  the  taxpayer  and  were 
debts  which  arose  in  the  course  of  his  business,  and  not  con- 
tributions to  capital.  (R.  72.)  It  therefore  concluded  that 
the  taxpayer  incurred  the  losses  in  his  business  so  carried 
on  because  those  debts  became  worthless  in  the  taxable 
year  1945,  within  the  meaning  of  Section  23  (k) ,  to  the  end 
that  he  is  entitled  to  the  claimed  net  operating  loss  carry- 
back for  the  taxable  years  1943  and  1944,  under  Section 
122."  (R.  80.)  The  taxpayer  testified  that  he  was  in  the 
business  of  financing  his  own  corporations  (R.  120-121, 
123,  130,  151,  156,  164),  but  that  he  had  never  financed 
any  other  corporations  of  w^hich  he  did  not  own  all  the 
stock  (R.  153-154)  ;  and  he  contended  below  that  the  obli- 


(14)  We  likewise  objected  to  these  findings  and  con- 
clusions under  the  statement  of  facts,  supra.  See  fns.  3,  5-9, 
and  13,  supra. 
gations  satisfied  by  him  constituted  ddbts  of  the  three 

cannery  corporations  and  not  capital  investments.  We  sub- 
mit, however,  that  the  District  Court's  findings  and  con- 
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elusions  to  such  ef fea  are  not  supported  by  the  undisputed 
facts  and  are  contrary  thereto  and  to  the  authorities,  and 
that  they  are  therefore  reviewable  and  should  be  reversed 
for  the  same  reasons  as  stated  under  subheading  A,  supra, 
in  respea  of  the  other  adverse  findings  and  conclusions  ob- 
jected to/^  as  heretofore  shown. 

It  clearly  is  not  important,  we  submit,  that  some  of  the 
items  were  carried  on  the  corporations'  books  as  debts  due 
from  them  to  the  taxpayer  (R.  104-105,  142-144),  and  that 
some  of  the  obligations  constituted  unpaid  and  accrued 
rentals  (R.  104,  124,  163),  the  entries  of  such  transaaions 
being  merely  evidential  and  not  conclusive.  Gulf  Oil  Corp. 
V.  Lewellyn,  lAS  U.  S.  71;  Doyle  v.  Mitchell  Brothers  Co., 
247  U.  S.  179.  Considering  substance  and  not  mere  form, 
as  we  must  {^Gregory  v.  Hehering,  293  U.  S.  465;  Higgins 
V.  Smith,  308  U.  S.  473;  Griffiths  v.  Commissioner,  308 
U.  S.  355),  and  that  mere  legal  form  is  not  controlling 
(Tyler  v.  United  States,  281  U.  S.  497),  it  is  apparent  that 
the  items  in  question  (advancements,  guaranteed  obliga- 
tions, Qtc. )  constituted  in  effect  contributions  to  capital  and 
capital  investment  [Dalton  v.  Bowers,  287  U.  S.  404,  407- 
408;  Burnet  v.  Clark,  287  U.  S.  410,  415  ) .  The  record  shows 
that  it  was  necessary  for  the  taxpayer  to  make  advance- 
ments and  to  guarantee  the  obligations  of  his  three  cannery 
corporations  in  order  to  enable  them,  without  other  assets, 


(15)   See  fn.  "!>,  supra. 
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to  operate  at  all  (R.  158-161),  and  that  by  his  endorsing 
the  notes  of  those  corporations  and  standing  prepared  to 
withstand  any  resulting  losses,  he  merely  thereby  arranged 
and  provided  for  the  necessary  capital  for  that  purpose,  and 
that  constitutes  capital  contribution.  Dalton  v.  Bowers, 
supra,  pp.  407-408;  Burnet  v.  Clark,  supra,  p.  415;  ]aneu>ay 
V.  Commissioner,  2  T.  C.  197,  affirmed,  147  F.  2d  602 
(CCA.  2d);  Cohen  v.  Commissioner,  148  F.  2d  336 
(CCA  2d) ;  American  Cigar  Co.  v.  Commissioner,  66  F. 
2d  425  (CCA.  2d),  certiorari  denied,  290  U.  S.  699;  Corn 
Exchange  National  Bank  &  Trust  Co.  v.  Commissioner,  46 
B.T.A.  1107. 

In  this  connection,  the  Supreme  Court  stated  in  Burnet  v. 
Clark,  supra,  p.  415,  in  respea  of  the  taxpayer's  endorse- 
ment of  the  corporation's  dbligations  to  the  bank  there, 
that  they  "were  no  part  of  his  ordinary  business,  but  occa- 
sional transactions  intended  to  preserve  the  value  of  his  in- 
vestment in  capital  shares."  (Italics  supplied.)  Likewise, 
in  Dalton  v.  Bowers,  supra,  the  Supreme  Court  quoted  ap- 
provingly from  the  appellate  court's  opinion  in  respea  of 
the  taxpayer  there,  who  "paid  the  debts  of  the  corporation", 
as  follows  (pp.  407,  408) : 

"The  loss  now  sought  to  he  deducted  was  an  in- 
vestment which  he  made  in  the  corporation  and  did  not 
occur  in  the  operation  of  the  trade  or  business  regularly 
carried  on  by  the  appellee  .  .  . 

■^  ^'  ■:^i  -^  ■^  ^ 

"This  taxpayer  did  not  regard  the  business  losses 
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of  the  Dalton  Manufacturing  Company  as  his  loss.  The 
loss  sustained  by  the  appellee  which  he  seeks  to  charge 
off  is  a  capital  investment  loss.  The  rule  is  well  settled 
that  the  corporation  will  be  looked  upon  as  a  legal 
entity  ..."  [Italics  supplied.] 
To  the  same  effea,  see  Deputy  v.  duPont,  308  U.  S.  488, 

where  the  Court  stated  (p.  494)  that  "Those  payments 
[made  'by  the  stockholder  in  the  Burnet  v.  Clark  and  Dalton 
V.  Bow\ers  cases,  supra,  as  the  result  of  his  endorsements  of 
the  obligations  of  his  corporation]  *  *  *  arose  out  of  trans- 
aaions  which  were  intended  to  preserve  his  investment  in 
the  corporation." 

In  ]aneway  v.  Commissioner,  supra,  where  the  corpora- 
tion gave  the  taxpayer,  the  sole  stockholder,  its  notes  for  the 
advancements  which  he  had  made  to  it,  the  Circuit  Court  of 
Appeals  for  the  Second  Circuit  held  that  such  advancements 
to  his  wholly-owned  corporation  represented  additional 
capital  investments.  In  harmony  therewith,  the  Tax  Court 
there,  apropos  of  the  situation  herein,  had  stated  as  fol- 
lows (  2  T.C.  197,  202-203): 

"Though  the  advances  made  were,  by  the  issuance 
of  the  notes,  given  the  appearance  of  loans,  the  possi- 
bility of  repayment  was  no  stronger  than  the  business 
and  its  possible  success.  No  other  money  was  paid  in 
for  stock,  so  that  the  advances  constituted  the  corpora- 
tion's only  source  of  working  capital."  [Italics  sup- 
plied.] 

Likewise  the  taxpayer's  advances  to  his  three  corpora- 
tions herein  were  made  at  the  risk  of  the  businesses  and 


37 

represented  the  required  capital  not  otherwise  paid  in  by 
him,  the  sole  stockholder,  without  which  they  could  not 
have  operated,  and  consequently  they  represented  contri- 
'butions  to  capital.  To  the  same  effect,  is  Cohen  v.  Commis- 
sion, supra,  where  the  court  held  (pp.  336-337)  that  no 
part  of  the  advances  to  the  corporation  there  was  a  loan 
but  that  the  entire  sum  v/as  a  capital  contribution  under  the 
facts  therein. 

The  taxpayer's  arrangement  under  the  leases  with  his 
three  cannery  corporations  whereby  he  furnished  all  the 
working  capital  (R.  104,  123,  157,  159)  and  eventually, 
upon  their  liquidation,  withstood  all  the  resulting  losses, 
might  well  be  considered  to  have  constituted  payments 
made  under  the  contracts  indemnifying  the  corporations 
against  losses  on  their  notes,  thereby  protecting  the  financial 
interests  of  the  taxpayer,  as  sole  stockholder,  without  giv- 
ing him  any  claim,  however,  against  the  makers  of  the 
notes.  Such  payments,  of  course,  are  not  allowable  as  de- 
ductions from  gross  income  either  as  business  expenses  or 
losses  as  bad  debts.  Hie  key  v.  Chahoon,  153  F.  2d  107 
(CCA.  2d),  certiorari  denied,  328  U.  S.  843;  Welch  v. 
Helvering,  290  U.  S.  Ill;  Burnet  v.  Clark,  supra;  In  re 
Park's  Estate,  58  F.  2d  965  (CCA.  2d),  certiorari  denied, 
287  U.  S.  645 ;  and  Howell  v.  Commissioner,  69  F.  ^d  447 
(CCA.  8th),  certiorari  denied,  297  U.  S.  564  (where  the 
court  held  that  the  payment  by  the  taxpayer,  a  stockholder 
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of  the  bank,  pursuant  to  a  contraa  to  indeninify  the  bank 
against  losses  on  certain  notes,  gave  the  taxpayer  no  claim 
against  the  maker  of  the  notes,  and  consequently  that  there 
was  no  basis  for  deducting  the  payment  of  the  losses  as  a 
bad  debt) .  To  be  sure,  on  this  basis,  the  taxpayer's  pay- 
ments of  the  losses  on  the  notes,  etc.,  constituted  contribu- 
tions to  capital  investment  and  not  losses  on  bad  debts. 

Accordingly,  it  is  apparent  that  it  would  be  necessary 
to  ignore  completely  the  plain  words  of  the  statute,  the  con- 
trolling decisions,  and  the  realities  of  the  case  in  favor  of 
mere  form  in  order  to  hold  that  the  taxpayer's  aaivities  in 
financing  his  three  wholly-owned  cannery  corporations  con- 
stituted his  'business  generally  and  regularly  carried  on,  and 
also  that  the  advancements  to  the  corporations,  the  obliga- 
tion of  the  endorsements  on  their  notes,  and  the  accrued 
rentals  at  the  time  of  their  liquidation,  constituted  bad 
ddbts  and  not  capital  investments.  The  faas  show  that  the 
taxpayer  wished,  for  reasons  of  his  own,  to  operate  his 
cannery  plants  through  wholly-owned  and  controlled  cor- 
porations, and  that  however  he  operated  them  he  was 
cybliged  to  finance  them  and  therefore  had  to  endorse  their 
notes.  There  is  no  showing  whatever  that  he  ever  held  him- 
self out  as  a  banker,  financier  or  investment  broker  pro- 
viding such  services  for  canneries  or  other  corporations,, 
generally.  As  already  shown,  the  facts  do  show  that  he 
never  did  so  with  any  other  corporations  than  his  three 
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canneries  in  which  he  owned  the  entire  stock.  (R.  153-154.) 
The  taxpayer  merely  raised  the  funds  on  his  own  credit  to 
operate  his  three  canneries  and  restriaed  his  aaivities  and 
capital  contributions  directly  to  his  own  enterprises.  These 
facts  are  clearly  insufficient,  under  the  authorities  and  the 
taxing  statute,  to  establish  that  such  aaivities  constituted 
carrying  them  on  regularly  as  his  business  of  alleged  banker, 
financier  or  otherwise,  and  thereby  to  bring  his  case  within 
the  statutory  requirements  entitling  him  to  carry  back  and 
dedua  from  the  income  of  the  taxable  year  1944  the  net 
operating  losses  of  the  year  1945,  within  the  m.eaning  of 
Section  122  of  the  Internal  Revenue  Code. 

Cases  relied  upon  by  the  taxpayer  below,  such  as  Edward 
Katzinger  Co.  v.  Commissioner,  44  B.T.A.  533,  affirmed, 
129  F.  2d  74  (CCA.  7th),  for  example,  are  distinguishable 
on  their  facts.  There  the  court  denied  the  bad  ddbt  de- 
duaion  claimed  for  1936,  the  year  of  the  liquidation  and 
dissolution  of  the  subsidiary  corporation  to  which  the  tax- 
payer had  made  advances  in  prior  years.  A  consolidated 
return  had  been  filed  for  1933,  and  the  court  agreed  with 
the  Commissioner  that  to  the  extent  that  the  taxpayer  had 
obtained  a  deduction  on  the  1933  return  for  the  operating 
losses  of  the  subsidiary,  the  allowance  of  the  deduaion 
claimed  for  1936  would  result  in  a  double  deduction,  which 
the  court  held  (p.  75)  was  not  allowable.  That  question  is 
not  involved  here,  direaly  or  indirectly.  Other  cases  of  like 
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or  similar  import,  cited  and  relied  upon  by  the  taxpayer 
below,  are  likewise  of  no  help  here. 

CONCLUSION 

The  District  Court's  judgment  in  favor  of  the  taxpayer 
is  incorrea  and  directly  contrary  to  the  undisputed  facts,  the 
applicable  statute,  and  the  controlling  judicial  authorities. 
The  judgment  should  therefore  be  set  aside  and  reversed 
upon  appeal  by  this  Court,  and  judgment  entered  for  the 
Colleaor  of  Internal  Revenue  and  the  United  States. 

Respectfully  submitted, 

Theron  Lamar  Caudle, 

Assistant  Attorney  General, 
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APPENDIX 

Internal  Revenue  Code: 

SEC.  23.     DEDUCTIONS  FROM  GROSS  INCOME. 

In  computing  net  income  there  shall  be  allowed  as 
deductions: 

^*  ?r»  5jC  rfC  JjC  rJC 

(k)    [as  amended  by  Section  124  (a)  of  the  Rev- 
enue Act  of  1942,  c.  619,  56  Stat.  798}  BAD  DEBTS.— 
( 1 )  General  rule. — Debts  which  become  worth- 
less within  the  taxable  year;  *  *  * 

*  *  *  *  H'  * 

(4)  Non-business  debts. — In  the  case  of  a  tax- 
payer, other  than  a  corporation,  if  a  non-business 
debt  becomes  worthless  within  the  taxable  year,  the 
loss  resulting  therefrom  shall  be  considered  a  loss 
from  the  sale  or  exchange,  during  the  taxable  year, 
of  a  capital  asset  held  for  not  more  than  6  months. 
The  term  "non-business  de'bt"  means  a  debt  other 
than  a  ddbt  evidenced  by  a  security  as  defined  in 
paragraph  ( 3 )  and  other  than  a  debt  the  loss  from 
the  worthlessness  of  which  is  incurred  in  the  tax- 
payer's trade  or  business. 

*  H<  *  *  *  * 

(s)  [as  added  by  Section  211  (a)  of  the  Revenue 
Act  of  1939,  c.  247,  53  Stat.  862}  Net  Operating  Loss 
Deduction. — For  any  taxable  year  beginning  after  De- 
cember 31,  1939,  the  net  operating  loss  deduction  com- 
puted under  seaion  122. 

(26U.S.C.  1940,  ed.,  Sec.  23.) 
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SEC  122  [as  added  by  Seaion  211  (b)  of  the  Revenue 
Act  of  1939,  supra,  and  as  amended  by  Sections  105 
(e),  150  (e)  and  153  (a),  (b)  and  (c)  of  the  Rev- 
enue Act  of  1942,  mpra].  NET  OPERATING  LOSS 
DEDUCTION. 

(a)  Definition  of  Net  Operating  Loss. — As  used  in 
this  section,  the  term  "net  operating  loss"  means  the  ex- 
cess of  the  deductions  allowed  by  this  chapter  over  the 
gross  income,  with  the  exceptions,  additions,  and  limita- 
tions provided  in  subseaion  (d) . 

(b)  Amount  of  Carry-Back  and  Carry-Oper. — 

(1)  Net  operating  loss  carry-back. — If  for  any 
taxable  year  beginning  after  December  31,  1941, 
the  taxpayer  has  a  net  operating  loss,  such  net 
operating  loss  shall  be  a  net  operating  loss  carry- 
back for  each  of  the  two  preceding  taxable  years, 
except  that  the  carry-back  in  the  case  of  the  first 
preceding  taxable  year  shall  be  the  excess,  if  any, 
of  the  amount  of  such  net  operating  loss  over  the 
net  income  for  the  second  preceding  taxable  year 
computed  (A)  with  the  exceptions,  additions,  and 
limitations  provided  in  subseaion  (d)  (1),  (2), 
(4),  and  (6),  and  (B)  by  determining  the  net 
operating  loss  deduction  for  such  second  pre- 
ceding taxable  year  without  regard  to  such  net 
operating  loss. 

(2)  Net  operating  loss  carry-over. — If  for  any 
taxable  year  the  taxpayer  has  a  net  operating  loss, 
such  net  operating  loss  shall  be  a  net  operating 
loss  carry-over  for  each  of  the  two  succeeding  tax- 
able years,  except  that  the  carry-over  in  the  case  of 
the  second  succeeding  taxable  year  shall  be  the 
excess,  if  any,  of  the  amount  of  such  net  operating 
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loss  over  the  net  income  for  the  intervening  tax- 
able year  computed  (A)  v/ith  the  exceptions,  addi- 
tions, and  limitations  provided  in  subsection  (d) 
(1),  (2),  (4),  and  (6),  and  (B)  by  determining 
the  net  operating  loss  deduction  for  such  inter- 
vening taxable  year  without  regard  to  such  net 
operating  loss  and  without  regard  to  any  net  op- 
erating loss  carry-back.  For  the  purposes  of  the 
preceding  sentence,  the  net  operating  loss  for  any 
taxable  year  beginning  after  December  31,  1941 
shall  be  reduced  by  the  sum  of  the  net  income  for 
each  of  the  two  preceding  taxable  years  (com- 
puted for  each  such  preceding  taxable  year  with 
the  exceptions,  additions,  and  limitations  provided 
in  subsection  (d)(1),  (2),  (4),  and  (6 ) ,  and 
computed  by  determining  the  net  operating  loss 
deduction  without  regard  to  such  net  operating 
loss  or  to  the  net  operating  loss  for  the  succeeding 
taxable  year) . 

(c)  Afnoiint  of  Net  Op^e rating  Loss  Deduction. — 
The  amount  of  the  net  operating  loss  deduction  shall  be 
the  aggregate  of  the  net  operating  loss  carry-overs  and 
of  the  net  operating  loss  carry-backs  to  the  taxable  year 
reduced  by  the  amount,  if  any,  by  which  the  net  income 
(computed  with  the  exceptions  and  limitations  provided 
in  subsection  (d)  (1),  (2),  (3),  and  (4))  exceeds,  in 
the  case  of  a  taxpayer  other  than  a  corporation,  the  net 
income  (computed  without  such  deduction),  or,  in  the 
case  of  a  corporation,  the  normal-tax  net  income  (com- 
puted without  such  deduction  and  without  the  credit 
provided  in  section  26  (e)  ) . 

(d)  Exceptions,    Additions,    and    Limitations.  — 
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The  exceptions,  additions,  and  limitations  referred  to  in 
su'bseaions  (a),  (b),  and  (c)  shall  be  as  follows: 

(1)  The  deduction  for  depletion  shall  not  ex- 
ceed the  amount  which  would  be  allowable  if  com- 
puted without  reference  to  discovery  value  or  to  per- 
centage depletion  under  seaion  114  (b)  (2),  (3), 
or (4); 

(2)  There  shall  be  included  in  computing  gross 
income  the  amount  of  interest  received  which  is 
wholly  exempt  from  the  taxes  imposed  by  this  chap- 
ter, decreased  by  the  amount  of  interest  paid  or 
accrued  which  is  not  allowed  as  a  deduction  by  sec- 
tion 23  (b),  relating  to  interest  on  indebtedness  in- 
curred or  continued  to  purchase  or  carry  certain  tax- 
exempt  obligations; 

(3)  No  net  operating  loss  deduaion  shall  be 
allowed; 

(4)  Gains  and  losses  from  sales  or  exchanges 
of  capital  assets  shall  be  taken  into  account  without 
regard  to  the  provisions  of  seaion  117  (b).  As  so 
computed  the  amount  deductible  on  account  of  such 
losses  shall  not  exceed  the  amount  includible  on 
account  of  such  gains. 

(5)  Deduaions  otherwise  allowed  by  law  not 
attributable  to  the  operation  of  a  trade  or  business 
regularly  carried  on  by  the  taxpayer  shall  (in  the 
case  of  a  taxpayer  other  than  a  corporation)  be 
allowed  only  to  the  extent  of  the  amount  of  the 
gross  income  not  derived  from  such  trade  or  business. 
For  the  purposes  of  this  paragraph  deductions  and 
gross  income  shall  be  computed  with  the  exceptions. 
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additions,  and  limitations  specified  in  paragraphs 
(1)  to  (4)  of  this  subsection. 

(6)  There  shall  be  allowed  as  a  deduaion  the 
amount  of  tax  imposed  by  Subchapter  E  of  Chapter 
2  paid  or  accrued  within  the  taxable  year,  subjea  to 
the  following  rules — 

(A)  No  reduaion  in  such  tax  shall  be  made 
by  reason  of  the  credit  for  income,  war-profits, 
or  excess-profits  taxes  paid  to  any  foreign  country 
or  possession  of  the  United  States; 

(B)  Such  tax  shall  be  computed  without  re- 
gard to  the  adjustments  provided  in  seaion  734; 
and 

(C)  Such  tax,  in  the  case  of  a  consolidated 
return  for  excess-profits  tax  purposes,  shall  be 
allocated  to  the  members  of  the  affiliated  group 
under  regulations  prescribed  by  the  Commis- 
sioner, with  the  approval  of  the  Secretary. 

(e)  No  Carry-Back  to  Year  Prior  to  1941. — As  used 
in  this  seaion,  the  term  "preceding  taxable  year"  and  the 
term  "preceding  taxable  years"  do  not  include  any  tax- 
able year  beginning  prior  to  January  1,  1941. 


('26U.S.C.  1940  ed..  Sec.  122.) 


No.  11834 


In  the  United  States 

CIRCUIT  COURT  OF  APPEALS 

lor  the  Ninth  Circuit 


J.  W.  MALONEY,  United  States  Collector  of 
Internal  Revenue  for  the  District  of  Oregon, 

Appellant, 


V. 


GRACE  NEFF  SPENCER,  Executrix, 

Appellee, 

UNITED  STATES  OF  AMERICA, 

Inter  pleader- Appellant. 


On  Appeal  from  the  District  Court  of  the  United  States 
for  the  District  of  Oregon. 


BRIEF  OF  APPELLEE 


R.  T.  Jacob, 
Randall  S.  Jones, 

917  Public  Service  Building, 

Portland  4,  Oregon, 

Attorneys  for  Appellee. 


rn(vnia.NBas  law  rua.  eo.,  roinxAND 


INDEX 

Page 

Opinion  Below  1 

Jurisdiction  1 

Question  Presented  3 

Statutes  Involved 4 

Statement   4 

Summary  of  Argument 4 

Argument: 

A.  Taxpayer  was  engaged  in  a  business  regularly 

carried  on  by  him.  The  findings  of  the 
District  Court  shall  not  be  set  aside  unless 

clearly  erroneous  7 

Appellants  Fail  to  Sustain  Burden 9 

Trade  or  Business:  A  Question  of  Fact 11 

The  Test  of  Frequency  and  Continuity 13 

The  Profit  Test 17 

Similar  Cases  22 

Comments  on  Statements  and  Arguments  of 
Appellants  24 

B.  Where  the  taxpayer  makes  advances  which  are 

an  incident  to  his  main  business  of  acquir- 
ing, owning,  expanding,  equipping,  and 
leasing  food  processing  plants,  and  such  ad- 
vances subsequently  become  worthless,  they 
must  be  taken  into  account  in  computing 

the  net  operating  loss  deduction 29 

Cases  Interpreting  Section  23  (k)..... 32 

C.  Whether  advances  of  the  taxpayer  represent 

obligations  owed  to  him  is  primarily  a  mat- 
ter of  intent 35 

Comments  on  Arguments  Of  and  Cases  Cited 
by  Appellants  41 

Conclusion 48 

Appendix  49 


LIST  OF  CITATIONS 

Page 
Decisions 

American  Cigar  Co.  v.  Commissioner,  66  F.  2d  425 
(CCA.  2d,  1933) 44 

Augustine   v.    Bowles,    149    F.    2d    93    (CCA.    9th, 
1945) - 9,30 

Averill,  Glenn  M.,  20  B.T.A.  1196  (1930)...- 22 

Boeing,  Commissioner  v.,  106  F.  2d  305  (CCA.  9th, 
1939) - 13 

Brodie  Co.  v.  Hydraulic  Press  Mfg.  Co.,  151  F.  2d  91 
(CCA.  9th,   1945) 8 

Burnet  v.  Clark,  287  U.S.  410  (1932).      15,  21,  34,  35,  44 

Campbell,  Vincent  C,  P-H  T.C  Par.  11.61  (1948)  33,  34 

Cecil  V.  Commissioner,   100  F.  2d  896   (CCA.  4th, 
1939) .11,17 

Cluett,  3rd,  Robert,  8  T.C.  1178  (1947) 32,34 

Cohen  v.  Commissioner,  148  F.  2d  336  (CCA.  2d, 
1945)    __._  41 

Conrades,  Edwin  H.,  21  B.T.A.  213  (1930)  22,23 

Corn    Exchange    National    Bank    &    Trust    Co.,    46 
B.T.A.  1107  (1942) 45 

Daily  Journal  Co.  v.  Commissioner,   135  F.  2d  687 
(CCA.  9th,   1943) 14,  20,  21 

Dalton  V.  Bowers,  287  U.S.  404  (1932) 

14,  15,  21,  34,  35,  44 

Deputy  V.  duPont,  308  U.S.  488  (1940) 19,  20 

Doggett  V.  Burnet,  65  F.  2d  191  (App.  D.C,  1933)   .    18 

Ehrman  v.  Commissioner,  120  F.  2d  607  (CCA.  9th, 
1941)    14 

Ewing,    Lucia   Chase,    P-H   T.C   Memo.   Dec.    Par. 
46,235  (1946) 38,  39 


LIST  OF  CITATIONS  (Cont.) 

Page 

Fairbanks,  Morse  8b  Co.  v.  Harrison,  63  F.  Supp.  495 
(111.,  1945) 38 

Field,   Commissioner  v.,   67   F.   2d  876   (CCA.   2d, 

1933) 18 

Foss   V.    Commissioner,    75   F.    2d   326    (CCA.    1st, 
1935)        14 

Gates  V.  General  Casualty  Co.,  120  F.  2d  925  (CCA. 
9th,  1941)   8 

Gimbel,  Daniel,  36  B.T.A.  539  (1937) 38 

Glenmore  Distilleries  Co.,  Inc.,  47  B.T.A.  213  (1942)  38 

Gruver  v.  Helvering,  70  F.  2d  291  (App.  D.C,  1934)..  21 

Hazard,  Leland,  7  T.C  372  (1946) 23 

Heininger,  Commissioner  v.,  320  U.S.  467  (1943)    -.    10 

Higgins  V.  Commissioner,  312  U.S.  212  (1941). 12,  20,  21 

Howell  V.  Commissioner,  69  F.  2d  447  (CCA.  8th, 

1934)    46 

Janeway  v.  Commissioner,  147  F.  2d  602  (CCA.  2d, 
1945)    41,43 

Janeway,  Edward  G.,  2  T.C.  197  (1943) 41 

Jarvis,  William  D.  P.,  43  B.T.A.  439  (1941) 44 

Jephson,  George  S.,  37  B.T.A.  1117  (1938) 23 

Kales  V.   Commissioner,   101  F.   2d  35   (CCA.  6th, 
1939)    11,14 

Katzinger  Co.,  Edward,  44  B.T.A.  533  (1941) 

38,  39,  40,  47 

Kittredge  v.  Commissioner,  88  F.  2d  632  (CCA.  2d, 
1937)    22 

Lincoln  Nat.  Life  Ins.  Co.  v.  Mathisen,  150  F.  2d  292 
(CCA.  9th,   1945) 8 


LIST  OF  CITATIONS  (Cont.) 

Page 

Matson   Navigation  Co.   v.   Hansen,   132   F.   2d  487 
(CCA.  9th,   1942) 8 

Miller  v.  Commissioner,  102  F.  2d  476  (CCA.  9th, 
1939) 14,21 

Nicolai,  Harry  T.,  42  B.T.A.  899  (1940).. 38 

Pyne,  United  States  v.,  313  U.S.  127  (1941)    12 

Quinn,  John  J.,  P-H  T.C  Memo.  Dec.  Par.  46,254 

(1946) 40 

Richards  v.  Commissioner,  81  F.  2d  369  (CCA.  9th, 
1936)    11,  18 

Stephenson  v.  Commissioner,  101  F.  2d  33   (CCA. 
6th,  1939)  21 

Stimson  v.  Tarrant,  132  F.  2d  363  (CCA.  9th,  1943)     8 

Tatt  V.   Commissioner,   166  F.   2d  697   (CCA.  5th, 
1948)    17 

Tricou  V.  Helvering,  68  F.  2d  280  (CCA.  9th,  1933)     11 

Universal  Pictures  Co.  v.  Cummings,  150  F.  2d  986 
(CCA.  9th,   1945) 8 

Van  Clief  v.  Helvering,   135  F.  2d  254  (App.  D.C, 
1943)    37,  39,  40,  44 

Van  Dyke,  Ida  A.,  23  B.T.A.  946  (1931) 21 

Wallace's   Estate   v.    Commissioner,    101    F.    2d   604 
(CCA.  4th,  1939).- 17 

Watson  V.  Commissioner,  124  F.  2d  437  (CCA.  2d, 
1942)    21 

White,  Ethel  S.,  P-H  T.C  Memo.  Dec.  Par.  47,262 

(1947)       40 

Whitney  v.  Commissioner,  73  F.  2d  589  (CCA.  3d, 
1934)    ... 18 


LIST  OF  CITATIONS  (Cont.) 

Page 

Winnett  v.   Helvering,   68   F.    2d   614    (CCA.    9th, 
1934)  11 

Wittmayer  v.  United  States,  118  F.  2d  808  (CCA. 
9th,  1941)   8 


Lstw  Review  Articles 
Note  in  41  Col.  L.  Rev.  757  (1941) 13 

Statutes  and  Regulations 

Internal  Revenue  Code: 

Section  23  (k) ...2,  5,  30,  31,  32,  33,  34,  35,  49 

Section  23   (s) 49 

Section  122  2,  5,  12,  30,  31,  50 

Section  322  2 

Section  3772 2 

28  U.S.C.A.  Section  41  (5).. 2 

28  U.S.C.A.  Section  225  (a) 3 

Treasury  Regulation  111,  Section  29.23  (k)-6 32,34 

Rules  of  Court 
Federal  Rule  of  Civil  Procedure  52  (a) 6,8 


No.  11834 


In  the  United  States 

CIRCUIT  COURT  OF  APPEALS 

for  the  Ninth  Circuit 


J.  W.  MALONEY,  United  States  Collector  of 
Internal  Revenue  for  the  District  of  Oregon, 

Appellant, 

V. 

GRACE  NEFF  SPENCER,  Executrix, 

Appellee, 
UNITED  STATES  OF  AMERICA, 

In  ter  pleader-  Appellant. 


On  Appeal  from  the  District  Court  of  the  United  States 
for  the  District  of  Oregon. 


BRIEF  OF  APPELLEE 


OPINION  BELOW 

The  District  Court  wrote  no  opinion.  Its  finding  of 
fact  and  conclusions  of  law  (Tr.  67-82)  are  reported  in 
73  F.  Supp.  657. 

JURISDICTION 

The  taxpayer,  C.  B.  Spencer,  plaintiff  below,  paid 
the  appellant,  J.  W.  Maloney,  the  sum  of  $152,619.84 
on  account  of  his  combined  income  and  victory  tax  lia- 
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bility  for  the  tax  period  beginning  March  1,  1942,  and 
ending  February  29,  1944  (Tr.  78,  par.  XVIII). 

On  or  about  April  21,  1945,  the  taxpayer  filed  with 
said  appellant  a  claim  for  refund  within  the  time  allowed 
by  Section  322  of  the  Internal  Revenue  Code,  as  amend- 
ed (28  U.S.C.A.  Sec.  322),  and  in  accordance  with  the 
provisions  of  said  section  and  Section  3772  of  the  In- 
ternal Revenue  Code,  as  amended  (28  U.S.C.A.  Sec. 
3772),  (Tr.  4,  6-42).  This  claim  is  in  the  sum  of  $93,- 
565.04,  and  is  based  on  the  ground  that  the  taxpayer  was 
entitled  to  a  net  operating  loss  carry-back  due  to  certain 
losses  sustained  during  the  tax  year  ended  February  28, 
1945,  under  the  provisions  of  Sections  23  (k)  and  122  of 
the  Internal  Revenue  Code,  as  amended. 

After  the  filing  of  this  claim  for  refund  more  than 
six  months  passed  without  the  receipt  of  notice  of  allow- 
ance or  disallowance  by  the  Commissioner  of  Internal 
Revenue,  whereupon  the  taxpayer  within  the  time  pro- 
vided in  Section  3772  of  the  Internal  Revenue  Code  (28 
U.S.C.A.  Sec.  3772)  and  on  October  27,  1945,  filed  his 
complaint  in  this  cause  in  the  District  Court  of  the 
United  States  for  the  District  of  Oregon  (Tr.  2  et  seq. ; 
78,  par.  XIV)  for  the  recovery  of  the  amount  of  said 
claim. 

Jurisdiction  of  this  cause  was  conferred  upon  the 
District  Court  by  Section  24  of  the  Judicial  Code  of  the 
United  States,  as  amended  (28  U.S.C.A.  Sec.  41  (5)  ), 
which  section  was  in  effect  at  the  time  the  complaint 
was  filed  and  judgment  entered  below. 
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The  case  was  tried  without  a  jury,  and  on  June  24, 
1947,  the  District  Court  made  and  entered  judgment 
against  said  appellant  (Tr.  83-84). 

Notice  of  appeal  was  filed  by  appellants  on  Septem- 
ber 19,  1947  (Tr.  85).  Jurisdiction  to  review  judgments 
of  the  District  Court,  in  cases  such  as  this,  was  conferred 
on  this  Court  by  Section  128  (a)  of  the  Judicial  Code 
of  the  United  States,  as  amended  (28  U.S.C.A.  Sec. 
225  (a)  ),  which  section  was  in  effect  at  that  time. 

C.  B.  Spencer,  plaintiff  below,  was  dead  when  the 
notice  of  appeal  was  filed.  A  motion  of  the  appellants 
to  substitute  the  executrix  of  the  Estate  of  C.  B.  Spencer, 
Deceased,  as  appellee  herein  was  granted  by  this  Court 
October  8,  1948. 


QUESTION  PRESENTED 

At  page  3  of  their  brief  the  appellants  state  the  fol- 
lowing as  one  of  the  questions  determinative  of  the  issue 
in  this  case: 

"...  whether  the  taxpayer  was  engaged  in  a 
statutory  trade  or  business  regularly  carried  on  by 
him  by  financing  only  his  three  wholly-owned  and 
controlled  cannery  corporations  during  the  taxable 
year,   .   .   ." 

Appellee  makes  no  contention  that  the  taxpayer's 
business  was  limited  to  financing,  and  the  court  did  not 
find  that  it  was. 
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STATUTES  INVOLVED 

These  are  set  forth  in  the  Appendix,  infra. 

STATEMENT 

In  restating  the  substance  of  finding  No.  VIII  appel- 
lants at  page  7  of  their  brief  say: 

**The  sums  owed  the  taxpayer  by  those  corporations 
were  unpaid  balances  on  open  accounts  receivable 
of  the  taxpayer  [plaintiff  below]  and  not  open  ac- 
counts payable  of  the  corporations,  .  .  ."  (Italics 
inserted) 

The  italicized  word  "not"  is  obviously  a  misprint.  The 
printed  transcript  gives  the  word  as  "no"  (Tr.  72)  and 
that  is  obviously  a  transposition  of  letters,  although  cor- 
rectly copied  from  the  findings  signed  by  the  trial  judge. 
That  the  word  "on"  was  intended  rather  than  the  word 
"no"  is  made  abundantly  clear  from  the  findings  taken 
as  a  whole,  from  the  entire  record  and  from  the  following 
quotation  from  page  18  of  the  appellants'  brief: 

"The  taxpayer  made  advancements  to  them  [the 
two  corporations]  which  were  carried  on  their  books 
as  accounts  payable  to  the  taxpayer." 

SUMMARY  OF  ARGUMENT 

The  taxpayer  is  entitled  to  carry  back  and  de- 
duct the  net  operating  loss  suffered  in  1945. 

It  is  the  position  of  the  taxpayer  that  he  is  entitled 
to  carry  back  and  deduct  from  gross  income  for  the  tax- 
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able  period  beginning  March  1,  1942  and  ending  Febru- 
ary 29,  1944  the  net  operating  loss  sustained  in  the  tax- 
able year  ended  February  28,  1945  under  the  provisions 
of  Section  122  of  the  Internal  Revenue  Code.  In  order 
to  come  within  the  provisions  of  that  section  it  is  neces- 
sary for  the  taxpayer  to  sustain  an  excess  of  losses  as 
measured  by  deductions  allowable  under  Chapter  One 
of  the  Internal  Revenue  Code.  One  such  deduction 
is  allowable  in  the  case  of  a  business  bad  debt  (Sec.  23 
(k)  (1)  )■ 

The  application  of  Section  23  (k)  (1)  is  such  that 
debts  are  allowable  without  limitation  as  deductions  if 
they  become  worthless  as  an  incident  to  the  business  of 
the  taxpayer.  The  lower  court  in  effect  found  that  the 
business  of  the  taxpayer  was  owning,  developing  and 
leasing  packing  plants  and  [and  as  an  incident  thereto] 
providing,  through  guarantee  and  otherwise,  adequate 
financing  of  the  leased  plants.  This  providing  of  financ- 
ing was  only  incidental  to  the  taxpayer's  business  of 
owning,  developing  and  leasing  of  food  processing  plants, 
as  indicated  by  the  provisions  in  the  leases  and  the  form 
of  the  findings  themselves.  The  debts  due  the  taxpayer 
with  which  we  are  concerned  arose  in  his  business  of 
owning,  developing  and  leasing  plants,  and  when  they 
became  worthless  he  was  still  engaged  in  the  same  busi- 
ness. The  obligations  then,  under  any  viewpoint,  were 
obligations,  the  worthlessness  of  which  was  incurred  in 
trade  or  business. 

On  the  question  of  the  character  of  the  obligations 
themselves,  the  law  is  clear  that  the  intent  of  the  party 
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in  making  the  advances  governs.  Where  the  taxpayer 
advances  such  funds  with  the  thought  of  repayment  and 
does  not  contemplate  tlieir  investment  as  a  permanent 
part  of  the  business,  his  intent  controls ;  and  the  advances 
are  treated  as  loans.  This  should  be  particularly  true  in 
this  case  where  the  obligations  of  the  debtors  to  the  tax- 
payer arose  only  incidentally  and  as  the  result  of  a  con- 
dition in  the  agreement  whereby  the  taxpayer  leased  the 
plants  he  had  acquired  and  equipped.  Had  the  opera- 
tions of  the  debtors  been  successful,  their  notes  would 
have  been  paid;  and  it  would  be  clear  that  the  taxpayer 
had  put  no  sums  into  the  business. 

This  court  has  consistently  applied  Federal  Rule  of 
Civil  Procedure  52  (a)  to  the  effect  that  findings  of  a 
District  Court  in  a  non-jury  case  will  not  be  set  aside 
unless  clearly  erroneous.  The  findings  of  the  lower  court 
were  to  the  effect  that  the  taxpayer  was  in  the  business 
of  "acquiring,  owning,  expanding,  equipping,  and  leasing 
food  processing  plants.  .  ."  As  an  incident  of  such  busi- 
ness the  taxpayer  provided  for  the  adequate  financing  of 
the  operations  of  the  leased  plants.  The  burden  of  show- 
ing the  findings  to  be  erroneous  is  upon  the  appellants. 
While  the  appellants  purport  to  object  to  those  findings 
(Br.  5,  fn.  3),  they  never  once  in  their  brief  point  out 
wherein  the  finding  is  erroneous  as  being  unsupported 
by  evidence.  Instead,  they  have  a  mistaken  conception 
of  the  incidental  findings  of  fact,  namely,  that  the  tax- 
payer as  a  part  of  his  business  provided  financing  of  the 
operations  of  the  plants  which  he  owned,  developed  and 
leased,  and  have  assumed  that  financing  was  the  only 
business  in  which  the   Court  found  that  the  taxpayer 
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was  engaged.  Obviously  the  owning,  developing  and 
leasing  of  the  packing  plants  was  the  principal  part  of  his 
business.  As  the  appellants  have  not  met  the  burden 
which  the  law  imposes  upon  them,  nor  even  contested 
the  findings  below,  they  must  necessarily  fail  in  their 
appeal. 

ARGUMENT 

A.  Taxpayer  was  engaged  in  a  business  regu- 
larly carried  on  by  him.  The  findings  of  the  District 
Court  shall  not  be  set  aside  unless  clearly  erroneous. 

The  District  Court  in  the  trial  of  this  case  found  as  a 
fact  that  the  taxpayer  during  the  taxable  years  ended 
February  29,  1944  and  February  28,  1945  "was  engaged 
in  the  business  of  acquiring,  owning,  expanding,  equip- 
ping, and  leasing  food  processing  plants  and  providing, 
through  guarantee  and  otherwise,  adequate  financing  of 
the  operations  of  such  plants;  and  the  said  business  dur- 
ing said  time  was  regularly  carried  on  by  the  plaintiff 
for  profit."  (Tr.  68).  In  effect  this  is  that  the  principal 
business  of  the  taxpayer  consisted  of  owning,  developing 
and  leasing  packing  plants,  and  that  the  adequate  financ- 
ing of  plant  operations  was  an  incident  of  his  business. 

To  avoid  any  question  as  to  the  extent  to  which 
providing  financing  was  incidental,  the  pertinent  pro- 
vision contained  in  each  cannery  lease  is  set  out  below. 

"Financing:  It  is  recognized  that  large  sums  of 
money  will  be  required  to  finance  the  operations  of 
LESSEE,  and  LESSORS  hereby  agree  that  when 
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required  they  will  provide  (tJirough  personal  guar- 
antee and  through  the  pledge  of  such  of  their  prop- 
erty covered  by  this  Lease  as  may  be  necessary) 
adequate  financing  for  the  needs  of  LESSEE,  as  a 
part  of  the  services  to  be  performed  in  consideration 
of  the  rental  to  be  paid  hereunder." 

The  Federal  Rules  of  Civil  Procedure,  Section  52  (a), 
provide  that  in  non-jury  cases  "Findings  of  fact  shall 
not  be  set  aside  unless  clearly  erroneous,  and  due  regard 
shall  be  given  to  the  opportunity  of  the  trial  court  to 
judge  of  the  credibility  of  the  witnesses."  Findings  of 
fact  will  not  be  disturbed  by  an  appellate  court  when 
supported  by  substantial  evidence,  Brodie  Co.  v.  Hy- 
draulic Press  Mfg.  Co.,  151  F.  2d  91  (CCA.  9th,  1945); 
or  by  competent  evidence  of  probative  character,  Lin- 
coln Nat.  Life  Ins.  Co.  v.  Mathisen,  150  F.  2d  292 
(CCA.  9th,  1945) ;  and  such  findings  are  presumptively 
correct  unless  "some  obvious  error  of  law,  or  mistake  of 
fact  has  intervened",  Wittmayer  v.  United  States,  118  F. 
2d  808  (CCA.  9th,  1941).  Of  similar  import  are  Uni- 
versal Pictures  Co.  v.  Cummings,  150  F.  2d  986  (CCA. 
9th,  1945) ;  Stimson  v.  Tarrant,  132  F.  2d  363  (CCA. 
9th,  1943) ;  Matson  Navigation  Co.  v.  Hansen,  132  F.  2d 
487  (CCA.  9th,  1942);  Gates  v.  General  Casualty  Co., 
120  F.  2d  925  (CCA.  9th,  1941). 

At  page  16  of  their  brief,  appellants  say: 

".  .  .  in  order  to  prevail,  it  is  incumbent  upon  the 
taxpayer  to  establish  (a)  that  his  activities  in 
financing  and  guaranteeing  the  obligations  of  only 
his  three  wholly-owned  and  controlled  cannery  cor- 
porations during  the  taxable  year  constituted  'the 
operation  of  a  trade  or  business  regularly  carried  on' 
by  him,    .    .    ." 
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This  is  inaccurate  in  two  respects.  First,  it  is  not  incum- 
bent upon  the  appellee  to  establish  that  taxpayer  was  in 
the  business  described  in  quotation,  as  we  shall  herein- 
after show.  Second,  on  this  appeal,  the  burden  of  estab- 
lishing that  the  findings  of  the  lower  court  are  clearly 
erroneous,  not  supported  by  substantial  evidence,  and 
the  result  of  mistake  of  law  or  fact  is  upon  the  appel- 
lants. Augustine  v.  Bowles,  149  F.  2d  93  (CCA.  9th, 
1945). 

APPELLANTS  FAIL  TO  SUSTAIN  BURDEN 

It  is  submitted  at  the  outset  of  this  argument  that 
the  appellants  have  not  sustained  the  burden  which  the 
law  casts  on  them.  Instead  they  have  chosen  to  side-step 
the  main  issue  of  the  case  and  substitute  another  for  it. 
The  findings  of  the  lower  court  are  clear.  They  state 
what  the  business  of  the  taxpayer  was.  Nevertheless,  the 
appellants  in  their  brief  have  disregarded  the  findings 
of  fact  of  the  lower  court  and  have  argued  the  case  on 
the  theory  that  the  court  found  the  taxpayer  was  en- 
gaged only  in  the  "business  of  financing  canneries"  (Br. 
18;  Also  5,  fn.  3;  11;  16;  19;  22).  The  court  did  not 
make  such  a  finding.  The  language  of  the  lower  court 
makes  it  clear  that  providing  financing  was  merely  a 
necessary  consequence  of  the  main  business  of  the  tax- 
payer, which  consisted  of  owning,  developing  and  leasing 
canneries.  In  any  event,  it  cannot  be  argued  that  the 
court  found  that  the  taxpayer's  business  consisted  only 
of  financing  canneries  or,  in  the  language  of  the  court, 
of  providing  "adequate  financing". 


10  J'  W.  Maloney  v. 

The  court  found,  and  there  is  no  argument  to  the 
contrary,  that  the  leasing  of  canneries  was  embraced  in 
the  operation  of  the  taxpayer's  business.  Had  the  court 
restricted  its  findings  to  this  single  point  of  leasing,  such 
findings  would  have  qualified  the  taxpayer  for  the  de- 
duction and  carry-back. 

The  gist  of  the  appellants'  contention  is  that  the  tax- 
payer was  engaged  in  no  trade  or  business,  yet  he  does 
not  contest  the  finding  of  the  court  that  the  taxpayer 
was  engaged  in  the  business  of  "acquiring,  owning,  ex- 
panding, equipping  and  leasing  food  processing  plants. 
.  .  ."  In  fact,  this  was  the  principal  business  of  the  tax- 
payer. Whether  the  taxpayer  was  engaged  in  the  busi- 
ness of  financing  canneries  (or  of  providing  financing) 
is  of  little  importance.  As  is  shown  infra,  pp.  29-35,  it  is 
necessary  only  that  the  financing  resulted  in  a  loss  which 
bears  a  visible  relation  to  the  business  of  the  taxpayer. 
They  need  not  themselves  be  the  business.  Determina- 
tion of  this  relation  is  primarily  a  factual  matter.  In 
Commissioner  v.  Heininger,  320  U.S.  467  (1943),  the 
Court  said: 

"Whether  an  expenditure  is  directly  related  to  a 
business  and  whether  it  is  ordinary  and  necessary 
are  doubtless  pure  questions  of  fact  in  most  in- 
stances." 

The  appellants  have  set  up  a  straw  man  as  a  finding 
and  have  proceeded  to  challenge  it,  but  have  not  at- 
tempted to  question  the  actual  findings.  The  findings  of 
the  lower  court  must  stand  since  they  are  supported  by 
an  ample  amount  of  competent  evidence.   It  is  submitted 
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that,  since  appellants  place  their  main  reliance  for  re- 
versal upon  the  fact  that  the  taxpayer  was  engaged  in 
no  business,  the  appellants'  case  fails  a  priori,  and  the 
judgment  of  the  lower  court  should  be  upheld. 

TRADE  OR  BUSINESS:  A  QUESTION  OF  FACT 

Although  the  burden  on  this  appeal  lies  with  the  ap- 
pellants, it  may  prove  useful  to  examine  several  of  the 
cases  dealing  with  the  meaning  of  trade  or  business.  The 
appellants  urge  that  what  constitutes  a  trade  or  business 
necessarily  involves  a  conclusion  (Br.  22-23),  but  it  ap- 
pears that  this  involves  a  conclusion  of  fact.  In  Richards 
V.  Commissioner,  81  F.  2d  369  (CCA.  9th,  1936),  this 
court  said: 

*'The  Commissioner  contends  that  the  real  property 
in  question  was  not  a  capital  asset,  and  the  issue 
presented  to  the  Board  was  whether  or  not  the  real 
property  was  'held  by  the  taxpayer  primarily  for 
sale  in  the  course  of  his  trade  or  business'.  The  de- 
termination of  this  issue  is  the  ultimate  fact." 

See  also  Winnett  v.  Helvering,  68  F.  2d  614  (CCA.  9th, 
1934);  Tricou  v.  Helvering,  68  F.  2d  280  (CCA.  9th, 
1933).  In  Cecil  v.  Commissioner,  100  F.  2d  896  (CCA. 
4th,  1939),  the  court  stated: 

"The  term  'business'  as  here  used  was  evidently  not 
intended  to  have  a  technical  meaning  but  to  be 
understood  in  its  ordinary  acceptation." 

And  in  Kales  v.  Commissioner,  101  F.  2d  35  (CCA. 
6th,  1939),  in  deciding  whether  certain  expenses  arose 
from  carrying  on  a  business  the  court  remarked: 
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"Where  statutory  standards  are  lacking,  it  may,  we 
think  be  here  said  .  .  .  that  'language  is  to  be  read 
in  its  natural  and  common  meaning'." 

In  the  light  of  these  decisions  the  appellants'  state- 
ment at  page  22  of  their  brief  that  the  District  Court 
used  the  language  of  the  statute  in  finding  that  the  busi- 
ness in  which  the  taxpayer  was  engaged  was  "regularly 
carried  on  by  him"  and  their  accompanying  criticism  of 
that  is  without  substance.  As  a  matter  of  fact  the  court's 
finding  was  "and  that  said  business  was  regularly  carried 
on  by  the  plaintiff  for  profit"  (Tr.  68).  That  is  merely 
the  statement  of  an  ultimate  fact.  The  statute  does  not 
use  the  words  "for  profit"  (28  U.S.C.A.  Sec.  122  (d) 
(5)  ).  Appellee  submits  it  is  proper  to  use  the  words  of 
the  statute  in  stating  a  conclusion  of  law  as  was  done  in 
Conclusion  No.  II  (Tr.  27).' 

The  conclusion  of  law  to  be  drawn  is  whether  the 
business  as  found  to  exist  is  one  of  which  the  tax  statutes 
take  cognizance.  As  was  stated  in  the  leading  case  of 
Higgins  V.  Commissioner,  312  U.S.  212  (1941): 

"To  determine  whether  the  activities  of  a  taxpayer 
are  'carrying  on  a  business'  requires  an  examination 
of  the  facts  in  each  case." 

The  Court  stressed  this  point  again  in  United  States 
V.  Pyne,  313  U.S.  127  (1941),  and  reversed  the  Court  of 
Claims  because  that  court  had  found  only  that  the  activ- 
ities in  question  had  been  substantially  the  same  as  those 


lit  should  be  noted  that  at  page  22  of  their  brief,  as  at  other  places 
therein,  appellants  disregard  what  the  court  found  to  be  the  business  of 
the  taxpayer  and  assert  that  the  finding  was  "that  the  taxpayer  was  en- 
gaged in  the  business  of  cannery  financing." 
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of  a  predecessor  who  had  been  a  "financier  and  in- 
vestor". The  decision,  then,  was  principally  the  result 
of  the  * 'Failure  of  the  Court  of  Claims  to  make  a  specific 
finding  on  this  ultimate  and  determinative  issue",  i.e., 
that  the  taxpayer  himself  was  carrying  on  a  trade  or 
business.  Thus,  it  becomes  apparent  that  the  trier  of 
fact,  after  viewing  all  the  evidence  presented,  must  deter- 
mine whether  or  not  a  business  has  been  conducted,  and 
his  determination  is  primarily  one  of  fact.  The  standard 
is  a  broad  one  that  varies  with  each  case  and  circum- 
stance.  See  note  41  Col.  L.  Rev.  757  (1941). 

THE  TEST  OF  FREQUENCY  AND 
CONTINUITY 

An  important  guide  used  by  courts  in  ascertaining 
whether  operations  constitute  a  business  within  the  con- 
templation of  the  Internal  Revenue  Code  is  whether  or 
not  there  was  visible  activity  as  opposed  to  mere  passiv- 
ity. Where  entrepreneurial  activity  is  found  the  courts 
have  uniformly  held  that  such  business  exists. 

In  Commissioner  v.  Boeing,  106  F.  2d  305  (CCA. 
9th,  1939),  this  court  said: 

"From  the  cases  it  would  appear  that  the  facts  neces- 
sary to  create  the  status  of  one  engaged  in  a  'trade 
or  business'  revolve  largely  around  the  frequency  or 
continuity  of  the  transactions  claimed  to  result  in  a 
'business'  status."  (Italics  inserted) 

The  court  there  held  that  the  taxpayer  who  had  con- 
tracted with  certain  parties  to  log  off  and  sell  the  timber 
on  lands  owned  by  him  was  engaged  in  business  for  the 


14  J.  W.  Maloney  v. 

purpose  of  the  tax  statutes.  This  same  rule  was  followed 
in  Ehrman  v.  Commissioner,  120  F.  2d  607  (CCA.  9th, 
1941),  where  the  court  sustained  the  finding  of  the 
Board  of  Tax  Appeals  that  the  taxpayers  were  engaged 
in  the  business  of  subdividing  and  selling  real  estate. 
In  Daily  Journal  Co.  v.  Commissioner,  135  F.  2d  687 
(CCA.  9th,  1943),  the  court  in  sustaining  the  deduc- 
tions taken  by  the  taxpayer  stated  that: 

"Petitioner's  managerial  activities  in  Consolidated 
were  'Extensive,  varied,  continuous,  and  regular'." 

This  same  language  as  a  basis  of  decision  is  found  in 
Miller  v.  Commissioner,  102  F.  2d  476  (CCA.  9th, 
1939),  and  Kales  v.  Commissioner,  101  F.  2d  35  (CCA. 
6th,  1939).  In  Foss  v.  Commissioner,  75  F.  2d  326 
(CCA.  1st,  1935),  the  court  in  sustaining  a  deduction 
for  lawyer's  fees  remarked: 

"The  line  comes  between  those  who  take  the  position 
of  passive  investors,  doing  only  what  is  necessary 
from  an  investment  point  of  view,  and  those  who 
associate  themselves  actively  in  the  enterprises  in 
which  they  are  financially  interested  and  devote  a 
substantial  part  of  their  time  to  that  work  as  a 
matter  of  business." 

In  Dalton  v.  Bowers,  287  U.S.  404  (1932),  the  Court 
disallowed  a  claimed  loss  due  to  the  worthlessness  of 
stock  of  a  corporation  held  by  the  taxpayer.  As  appel- 
lants have  pointed  out  in  their  brief  (Br.  27),  this  was 
because  the  taxpayer  "was  not  regularly  engaged  in  the 
business  of  buying  and  selling  corporate  stocks".  (Italics 
inserted).  The  situation  represented  an  isolated  trans- 
action.   It  should  be  noted  also  that  the  taxpayer  in  the 
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case  at  bar  is  claiming  no  deduction  for  the  worthlessness 
of  stock.  His  business  did  not  involve  stock  or  bond 
transactions.  As  is  frequent  in  stock  loss  cases,  the  Dal- 
ton  case  involves  problems  difficult  to  determine  and  not 
present  in  the  instant  case,  consequently  the  Dalton  case 
is  of  no  practical  value  in  deciding  the  present  case 
other  than  focusing  attention  on  the  fact  that  in  the 
Dalton  case  the  court  was  dealing  with  an  isolated  trans- 
action. 

Likewise,  in  Burnet  v.  Clark,  287  U.S.  410  (1932), 
the  Court  refused  a  claim  for  losses  resulting  from  the 
indorsement  of  a  corporation's  notes  because  as  the 
Court  stated  (quoted  in  appellants'  brief  p.  24-25): 

"Aside  from  endorsing  an  undisclosed  number  of 
notes  of  this  company  there  is  nothing  in  the  record 
to  indicate  that  acting  as  endorser  or  guarantor 
constituted  a  business  or  trade  with  the  petitioner. 
So  far  as  the  record  shows  these  were  the  only  notes 
ever  endorsed  by  the  petitioner  for  the  Bowers 
Company  or  for  any  other  company  or  person. 
From  the  facts  in  the  case  we  are  of  the  opinion 
that  the  loss  did  not  result  from  the  operation  of  a 
trade  or  business  regularly  carried  on  by  the  peti- 
tioner but  resulted  from  isolated  or  occasional  trans- 
actions." (Italics  inserted) 

The  Court  also  remarked: 

"He  was  not  regularly  engaged  in  endorsing  notes,  or 
buying  and  selling  corporate  securities.  The  un- 
fortunate indorsements  were  no  part  of  his  ordinary 
business,  but  occasional  transactions  intended  to  pre- 
serve the  value  of  his  investment  in  capital  shares." 
(Italics  inserted) 

It  is  only  necessary  to  point  out  that  it  was  not  the  in- 
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dorsing  of  the  notes  by  the  taxpayer  in  the  case  at  bar 
which  constituted  his  business.  Rather  it  was  the  own- 
ing, acquiring,  expanding,  equipping  and  leasing  which 
constituted  the  clearly  defined  planes  of  his  business. 
His  indorsements  or  guarantees  were  merely  incidental 
to  that  business. 

The  findings  of  fact  and  the  record  speak  for  them- 
selves in  saying  that  the  business  of  the  taxpayer  was 
extensive,  regular  and  continuous.  He  owned,  acquired, 
expanded,  equipped  and  leased  canneries,  not  to  men- 
tion the  providing  of  financing  v/hich  he  undertook  as 
an  incident  thereto.  The  taxpayer  testified  that  he  ac- 
quired and  leased  canneries;  that  after  acquiring  them 
he  had  to  enlarge  them  and  build  additional  buildings, 
buy  new  equipment  and  see  that  the  plants  were  kept 
in  operating  condition,  and  that  in  pursuit  of  these  duties 
he  had  to  travel  from  Portland  to  Albany,  from  Lebanon 
to  Portland,  from  Yakima  to  Seattle,  to  Washington, 
D.  C;  that  the  value  of  the  additions  he  made  to  the 
plants  was  over  a  $100,000.00;  that  the  additions  were 
made  during  the  time  he  was  renting  the  plants  to  the 
corporations;  that  his  business  activities  required  about 
one-third  of  his  time  and  required  weekly  attention  (Tr. 
120-124).  There  would,  of  course,  be  costs  in  acquiring 
the  plants  before  he  undertook  to  lease  them,  the 
amounts  of  which  are  not  mentioned  in  the  testimony. 
Mr.  Bingham  Powell,  taxpayer's  son-in-law  and  secre- 
tary-treasurer of  each  of  the  three  leased  food  processing 
plants,  testified  that  the  taxpayer  engaged  in  all  the 
activities  which  were  necessitated  in  enlarging,  expand- 
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ing  and  improving  the  various  plants  which  he  was 
leasing  to  the  corporations,  which  meant  construction  of 
buildings,  the  purchasing  of  materials  and  machinery, 
the  arrangement  and  redesigning  of  existing  plants  and 
that  the  machines  and  plants  were  owned  by  the  tax- 
payer and  were  on  the  leases  with  the  canneries,  that  the 
taxpayer  spent  from  30  to  40  per  cent  of  his  time  in 
doing  these  things  and  that  the  value  of  the  additions 
he  made  to  the  plants  was  better  than  $100,000.00  (Tr. 
178,  192,  193). 

THE  PROFIT  TEST 

In  determining  what  constitutes  carrying  on  a  busi- 
ness a  frequently  used  criterion  is  whether  or  not  the 
taxpayer  was  engaged  in  the  particular  activity  for  profit, 
rather  than  as  a  hobby,  or  for  pleasure.  In  Tatt  v.  Com- 
missioner, 166  F.  2d  697  (CCA.  5th,  1948),  the  tax- 
payer had  operated  a  farm  with  the  idea  of  raising  a  part 
of  the  commodities  sold  in  his  main  business  of  selling 
produce.  His  operations  were  unsuccessful,  and  losses 
resulted.  The  court  allowed  the  deductions  claimed  be- 
cause the  farm  had  been  operated  for  profit  rather  than 
for  pleasure  and  was  therefore  a  business.  This  same 
principal  has  been  followed  in  numerous  cases:  Wallace's 
Estate  V.  Commissioner,  101  F.  2d  604  (CCA.  4th, 
1939),  in  which  the  executrix  of  her  husband's  estate 
was  held  to  be  engaged  in  business  for  purposes  of  tak- 
ing a  deduction  from  taxes;  in  Cecil  v.  Commissioner, 
100  F.  2d  896  (CCA.  4th,  1939),  the  operation  of  the 
famed  Biltmore  Estate  in  North  Carolina  as  a  museum 
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and  park  was  held  to  be  business  within  the  meaning  of 
the  statute;  Richards  v.  Commissioner,  81  F.  2d  369 
(CCA.  9th,  1936),  was  a  case  in  which  lots  of  the  tax- 
payer were  held  primarily  for  sale  in  the  course  of  his 
business;  Whitney  v.  Commissioner,  73  F.  2d  589 
(CCA.  3d,  1934),  where  it  was  held  that  a  racing  stable 
was  operated  as  a  business  for  profit  rather  than  for 
pleasure;  Commissioner  v.  Field,  67  F.  2d  876  (CCA. 
2d,  1933),  held  that  in  operating  a  farm  and  racing 
stable,  the  taxpayer,  whose  principal  occupation  was 
banking,  was  engaged  in  a  business  within  the  purview 
of  the  statute;  Doggett  v.  Burnet,  65  F.  2d  191  (App. 
D.C,  1933),  held  that  the  publication  and  marketing  of 
the  works  of  an  English  religious  teacher  constituted  a 
business,  the  court  saying: 

"The  proper  test  is  .  .  .  whether  it  is  entered  into 
and  carried  on  in  good  faith  and  for  the  purpose  of 
making  a  profit,  or  in  the  belief  that  a  profit  can  be 
realized  thereon,  and  that  it  is  not  conducted  merely 
for  pleasure,  exhibition,  or  social  diversion." 

These  cases  also  state  that  whether  the  activity  is  en- 
tered into  for  profit  is  primarily  a  matter  of  intent. 

That  the  activities  of  the  taxpayer  conform  to  this 
test  is  readily  apparent.  They  were  clearly  undertaken 
for  compensation,  namely  rent  from  the  leasing  of  the 
plants  (Tr.  124).  The  court  found  he  was  engaged  in 
business  "for  profit"  (Tr.  68). 

Finally,  it  must  be  observed  that  the  notion  of  profit 
upon  which  the  courts  rely  is  to  be  distinguished  from 
the  mere  opportunity  for  gain,  and  that  it  includes  de- 
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cision  making  (or  risk  taking)  functions  other  than 
those  which  inhere  in  the  mere  investment  of  capital 
through  stock  purchases.  Thus  in  Deputy  v.  duPont, 
308  U.S.  488  (1940),  the  Court  refused  to  sanction  cer- 
tain deductions  as  ordinary  and  necessary  expenses  in- 
curred in  carrying  on  a  business  because  the  original 
business  decision  that  had  given  rise  to  the  expenses 
claimed  had  been  the  decision  of  the  corporation  in 
which  the  taxpayer  had  been  a  stockholder  and  had  not 
been  his  own.  The  taxpayer  had  undertaken  the  par- 
ticular transactions  only  after  the  corporation  had  found 
certain  difficulties  of  both  a  legal  (ultra  vires)  and  finan- 
cial nature  in  the  way  of  its  carrying  out  the  transac- 
tions. In  the  case  now  before  the  court  for  decision  the 
obligations  which  the  taxpayer  undertook  to  guarantee 
were  a  deliberate  and  articulate  part  of  the  transactions 
first  entered  into  by  the  taxpayer  whereby  he  leased  the 
plants  as  part  of  his  business  as  found  by  the  District 
Court. 

It  is  also  incumbent  upon  the  appellee  to  correct 
what  appears  to  be  a  discrepancy  in  the  reporting  of  the 
above  case  by  the  appellants  in  their  brief  (p.  28).  The 
appellants  state  that  the  deduction  was  disallowed  "on 
the  ground  that  the  taxpayer  was  not  engaged  in  the 
business  of  trading  in  securities".  It  is  submitted  that 
the  court  made  no  such  decision.  It  even  granted  argu- 
endo that  the  taxpayer  was  engaged  in  a  trade  or  busi- 
ness, saying: 

"But  as  we  view  the  case  it  is  unnecessary  for  us  to 
pass  on  that  contention  and  to  make  the  delicate 
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dissection  of  administrative  practice  which  that 
would  entail.  For  we  are  of  the  opinion  that  the 
deductions  are  not  permitted  .  .  .  even  though  we 
were  to  assume  that  the  activities  of  respondent 
constituted  a  business,  as  found  by  the  District 
Court." 

In  Deputy  v.  duPont  Justice  Frankfurter  wrote  a 
concurring  opinion  from  which  the  appellants  on  page 
29  of  their  brief  made  the  following  quotation: 

"  'carrying  on  any  trade  or  business,'  within  the  con- 
templation of  Section  23  (a),  involves  holding  one's 
self  out  to  others  as  engaged  in  the  selling  of  goods 
or  services.    .    .    ." 

It  would  appear  from  a  reading  of  the  appellants'  brief 
that  the  essence  of  their  argument  is  based  on  the  idea 
embraced  in  the  quotation,  for  they  repeat,  in  one  way 
or  another,  the  observation  that  the  taxpayer  financed 
and  guaranteed  only  the  operations  and  obligations  of 
his  three  canneries,  not  those  of  other  canneries  or  cor- 
porations generally  (Br.  14,  18,  19,  33).  Justice  Frank- 
furter's opinion  obviously  does  not  amount  to  an  ex- 
pression of  the  Supreme  Court  and  no  notice  of  it  was 
taken  in  the  subsequently  decided  Higgins  case,  supra, 
and  so  far  as  appellee  has  been  able  to  discover,  no  no- 
tice has  been  taken  of  that  statement  in  any  other  Su- 
preme Court  case.  In  Daily  Journal  Co.  v.  Commis- 
sioner, supra,  this  Court  cited  the  duPont  case  and  quoted 
a  portion  of  the  foregoing  statement  of  Justice  Frank- 
furter. The  Daily  Journal  Co.  case  shows  that  Justice 
Frankfurter's  definition  is  to  be  applied  in  a  broad  and 
reasonable    manner,    as    this    court    in    that    case    gave 
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weight  to  its  former  opinion  in  the  case  of  Miller  v. 
Commissioner,  supra.  It  is  also  worthy  of  note  at  this 
point  that  this  court  distinguished  the  investment  activ- 
ities of  the  taxpayer  in  Higgins  v.  Commissioner,  supra, 
from  the  situation  confronting  the  court  in  Daily  Jour- 
nal Co.,  supra. 

Immediately  following  their  quotation  from  Justice 
Frankfurter,  appellants  say: 

"To  the  same  effect,  see  Van  Dyke  v.  Commissioner, 
23  B.T.A.  946,  .  .  .  also  Watson  v.  Commissioner, 
124  F.  2d  437,  439  (CCA.  2d)  .  .  .  Stephenson 
V.  Commissioner,  101  F.  2d  33  (CCA.  6th),  .  .  . 
and  Gruver  v.  Helvering,  70  F.  2d  292  (App. 
D.C)." 

None  of  those  cases  contain  language  in  any  way  similar 
to  that  of  Justice  Frankfurter.  The  language  "To  the 
same  effect"  undoubtedly  refers  to  the  Dalton  and  Bur- 
net cases,  supra.  A  reading  of  the  four  cases  mentioned 
in  the  quotation  clearly  shows  that  their  facts  are  not 
like  those  of  the  case  at  bar.  The  appellee  does  not  con- 
tend that  the  business  of  the  taxpayer  and  the  three  cor- 
porations was  the  same.  She  does  not  seek  to  disregard 
the  corporate  entities.  She  does  not  claim  the  taxpayer 
was  solely  in  the  financing  business.  Her  contention  is 
that  such  financing  as  was  provided  by  the  taxpayer 
was  incidental  to  his  primary  business  of  acquiring,  own- 
ing, expanding,  equipping  and  leasing  of  food  processing 
plants. 
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SIMILAR  CASES 

Finally,  there  should  be  noted  the  similarity  between 
the  instant  case  and  the  other  decisions.  In  Kittredge  v. 
Commissioner,  88  F.  2d  632  (CCA.  2d,  1937),  the 
question  of  an  allowance  of  depreciation  on  property 
used  in  trade  or  business  was  before  the  court.  The  tax- 
payer in  that  case  was  the  owner  of  only  two  wineries 
which  he  leased.  The  court  upheld  the  contention  that 
these  were  properties  used  in  trade  or  business,  saying: 

"Obviously,  the  petitioner  was  engaged  in  the  winery 
business  during  the  years  in  question,  for  he  was 
operating  through  lessees  other  winery  properties  in 
California.  Equally  obvious  is  it  that  the  Weston 
Winery  was  used  in  his  business  vv^hile  a  tenant  was 
operating  it  on  shares  as  a  grape  juice  plant  until 
early  in  1922." 

On  pages  30  and  31  of  their  brief  appellants  have  at- 
tempted to  criticize  or  distinguish  the  cases  of  Kittredge 
V.  Commissioner,  supra;  Glenn  M.  Averill,  20  B.T.A. 
1196  (1930),  and  Edwin  H.  Conrades,  21  B.T.A.  213 
(1930),  which  were  cited  and  relied  upon  by  the  tax- 
payer in  the  lower  court.  We  submit  that  the  Kittredge 
case,  supra,  is  in  point  because  it  shows  that  the  leasing 
of  property  constitutes  doing  business  witliin  the  mean- 
ing of  Section  23  (k)  of  the  Revenue  Act  of  1928,  which 
permitted  as  a  deduction: 

*'A  reasonable  allowance  for  the  exhaustion,  wear  and 
tear  of  property  used  in  the  trade  or  business,  in- 
cluding a  reasonable  allowance  for  obsolescence.  .  ." 

The  Averill  case,  supra,  teaches  that  it  is  not  neces- 
sary that  the  taxpayer  should  sustain  the  loss  in  his  prin- 
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cipal  business  or  vocation,  and  that  he  is  entitled  to 
business  loss  deductions  if  the  loss  is  incurred  in  any 
trade  or  business  regularly  carried  on  by  him.  The  Con- 
rades  case,  supra,  was  cited  by  the  taxpayer  primarily 
for  the  purpose  of  showing  that  it  is  permissible  under 
the  Revenue  Acts  for  a  person  engaged  in  business  to 
limit  the  field  of  his  activities  if  he  chooses  to  do  so.  In 
this  case  the  court  said: 

"The  fact  that  petitioner  limited  the  field  of  his 
loans  to  corporations  directed  by  him  and  individual 
associates  with  whose  affairs  and  financial  standing 
he  was  familiar,  does  not  alter  the  fact  that  in  mak- 
ing these  loans  he  was  carrying  on  a  personal  busi- 
ness distinct  from  the  business  carried  on  by  the 
corporations  in  question.  There  is  nothing  in  our 
opinion  peculiar  or  significant  in  such  limitation.  .  ." 

In  George  S.  Jephson,  37  B.T.A.  1117  (1938),  the  tax- 
payer, a  manufacturer  of  food  products,  bought  a  house 
for  the  purpose  of  renting  it.  Although  he  listed  it  with 
a  broker  and  took  other  steps,  he  was  unable  to  rent  it. 
The  Board  held  that  he  was  in  business  for  the  purpose 
of  taking  a  depreciation  deduction,  saying  at  page  1119: 

"He  had  no  purpose  to  occupy  the  property  as  his 
own  residence  and  never  in  fact  did  occupy  it.  Thus 
it  can  fairly  be  said  that  he  was  carrying  on  a  busi- 
ness, albeit  without  actual  profit  during  the  years 
in  question.  Obviously  the  inability  to  rent  or  sell 
the  property  at  a  profit  during  the  taxable  years 
does  not  take  from  the  venture  its  business  char- 
acter, nor  does  the  fact  that  the  petitioner  was  not 
devoting  his  full  time  to  a  real  estate  business." 

Cases  quite  close  to  the  Jephson  decision  are  too  numer- 
ous to  cite.  Typical  is  Leland  Hazard,  7  T.C.  372  (1945). 
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COMMENTS  ON  STATEMENTS  AND 
ARGUMENTS  OF  APPELLANTS 

At  several  places  in  their  brief  appellants  have  re- 
stated findings  of  the  court  in  which  the  terms  "such 
business"  and  "such  business  regularly  carried  on  by  the 
taxpayer"  were  used,  and  then  objected  to  them  on  the 
theory  that  the  terms  referred  to  a  finding  by  the  court 
that  the  taxpayer's  only  business  was  "financing  can- 
neries". As  we  have  pointed  out  the  court  made  no  such 
finding,  and  the  terms  "such  business"  and  "such  busi- 
ness regularly  carried  on  by  the  taxpayer"  as  used  in  the 
findings  means  the  taxpayer's  business  of  owning,  de- 
veloping and  leasing  canneries  and  as  an  incident  thereto 
providing  financing  for  the  operation  of  leased  plants. 

On  page  19  of  their  brief,  appellants  say: 

".  .  .  the  District  Court's  ultimate  finding  and  con- 
clusion that  the  taxpayer  was  engaged  in  the  busi- 
ness of  financing  and  guaranteeing  the  obligations 
of  cannery  corporations,  generally,  .  .  .  find  no 
support  in  the  undisputed  facts  and  the  evidence  of 
record,  or  in  the  statute  and  controlling  decisions." 

The  court  made  no  such  finding.  At  the  bottom  of  page 
11  of  their  brief,  appellants  say: 

"Upon  the  basis  of  the  foregoing  facts  the  District 
Court  held  that  the  taxpayer  was  engaged  in  the 
business  regularly  carried  on  by  him  of  guaranteeing 
the  operations  of  his  three  wholly-owned  corpora- 
tions during  the  taxable  years  1944  and  1945,   .   .   ." 

The  court  made  no  such  holding,  as  is  obvious  from  an 
examination  of  its  Conclusions  I  through  X  (Tr.  79-82). 


Grace  Neff  Spencer,  Ex.  25 

At  the  bottom  on  page  13  of  appellants'  brief  they 
say  that  the  District  Court's  findings  and  conclusions  to 
the  effect  that  the  taxpayer's  losses  were  ** attributable 
to  the  operation  of  a  trade  or  business  regularly  carried 
on  by  taxpayer"  are  directly  opposed  to  the  undisputed 
facts  which  show  that  the  taxpayer  was  not  engaged  in 
such  business,  generally.  Appellee  has  already  pointed 
out  that  the  court's  findings  are  amply  supported  by  the 
facts.  Disregarding  the  taxpayer's  business  as  actually 
found  by  the  court,  appellants  near  the  top  of  page  14 
of  their  brief  advance  the  following  argument: 

**The  taxpayer,  the  sole  stockholder  of  his  three  can- 
nery corporations,  financed  and  guaranteed  only 
their  operations  and  obligations,  respectively,  not 
those  of  other  canneries  or  corporations  generally. 
Therefore,  he  was  not  engaged  in  carrying  on  such 
business  regularly." 

It  is  not  clear  to  what  the  term  "such  business"  in  the 
last  sentence  of  the  quotation  refers.  If  it  refers  only  to 
the  first  sentence  of  the  quotation,  the  second  sentence 
is  unsound  because  it  disregards  most  of  the  facts  in  the 
case.  If,  however,  it  refers  to  the  type  of  business  men- 
tioned in  the  first  sentence  of  the  paragraph,  which  is 
at  the  bottom  of  page  13  of  appellants'  brief,  it  is  com- 
pletely illogical  for  the  same  reason.  The  conclusion  of 
the  argument  constitutes  a  non  sequitur.  Appellee  makes 
no  contention  that  the  taxpayer's  business  was  that  of 
financing  and  guaranteeing  the  operations  and  obliga- 
tions of  other  canneries  or  corporations  generally,  and 
as  we  show  it  is  not  necessary  that  he  should  have  done 
so  in  order  to  recover  in  this  case. 
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At  page  19  of  their  brief,  appellants  say  that  tax- 
payer financed  "his  own  three  cannery  corporations, 
...  in  order  'to  protect'  his  stock  in  those  corporations 
(R.  157-158)".  An  examination  of  the  cited  pages  of  the 
record  shows  that  on  cross  examination  counsel  used  the 
term  "to  protect"  in  questioning  the  taxpayer.  But  he 
did  not  testify  as  the  appellants'  brief  indicates. 

Appellants'  reluctance  to  meet  the  real  issue  in  this 
case  is  well  illustrated  by  the  opening  sentence  of  their 
argument  beginning  on  page  17  of  their  brief.  What  has 
already  been  said  amply  shows  what  the  taxpayer's 
business  was. 

Appellee  dislikes  taking  issue  with  every  little  inac- 
curacy in  the  appellants'  brief.  Many  have  been  passed 
by  without  comment.  There  are,  however,  three  or  four 
more  that  we  feel  should  be  mentioned. 

On  page  20  of  appellants'  brief,  it  is  stated: 

".  .  .  the  taxpayer,  as  sole  stockholder,  expanded 
his  credit  and  invested  the  money  by  financing  the 
three  cannery  enterprises  (R.  123),  which  Vi^ere 
wholly  without  assets  or  capital  otherwise  (R.  105, 
161),  .  .  .  and  that  when  they  turned  out  to  be 
unprofitable  enterprises  ...  he  'sold  out'  the  can- 
neries and  took  the  losses  (R.  104,  158-159,  160- 
161)." 

Page  123  of  the  transcript  does  not  show  that  taxpayer 
engaged  in  financing  "as  sole  stockholder".  On  the  con- 
trary that  page  virtually  shows  he  did  it  as  owner  or 
lessor,  and  the  leases,  which  are  the  best  evidence,  show 
that  taxpayer  provided  the  financing  as  lessor.  The  cor- 
porations were  not  wholly  without  assets  until  after  they 
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were  liquidated.  On  page  105  taxpayer's  counsel  said 
that  after  February  15,  1945,  "that  corporation  was 
wholly  without  assets".  That  was  the  date  the  corpora- 
tion was  liquidated.  Before  that  they  had  the  leases  and 
the  growers'  contracts.  These  were  valuable  assets. 
Plants  and  machinery  were  extremely  difficult  to  acquire 
during  the  war.  The  taxpayer  testified  that  a  new  cor- 
poration or  cannery  could  not  go  into  business  without 
growers'  contracts,  as  a  cannery  must  have  raw  products 
on  which  to  work,  and  that  contracts  furnished  them 
with  a  supply  (Tr.  146),  that  the  growers'  contracts 
turned  over  to  the  Yakima  corporation  were  of  a  value 
considerably  in  excess  of  $10,000.00,  and  that  those 
turned  over  to  the  Dehydrator  corporation  in  exchange 
for  its  capital  stock  were  in  excess  of  $5,000.00  (Tr.  147). 
After  the  corporations  were  in  operation  they  also  ac- 
quired other  assets  (Tr.  104,  106,  107).  It  is  true  that 
on  page  161  the  taxpayer  testified  as  follows: 

"Q.  They  did  not  have  assets  for  that  purpose 
[money  to  start  operating   (Tr.    160)]   when  they 
were  incorporated? 
A.  That  is  right." 

This  question  and  answer,  however,  in  the  light  of  all 
the  other  testimony  and  evidence  in  the  case  does  not 
justify  the  statement  that  the  corporations  "were  wholly 
without  assets  or  capital".  On  pages  161  and  162  of  the 
transcript  the  taxpayer  testified  that  he  started  his 
original  plant  in  Lebanon  on  the  same  basis.  That  was 
in  1935  (Tr.  116).  It  was  financially  successful  as  indi- 
cated by  the  tax  return  (Tr.  14).  Furthermore,  a  sep- 
arate enterprise,  that  of  the  Lebanon  corporation,  one 
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of  the  corporations  involved  in  this  case,  was  started 
in  the  same  way  (Tr.  160,  161),  and  it  continued  to  op- 
erate after  the  other  two  of  the  three  corporations  were 
liquidated  (Tr.  119).  The  history  of  American  business 
is  replete  with  successful  enterprises  that  started  with 
borrowed  working  capital.  The  reasons  for  the  failure 
of  the  Yakima  corporation  and  the  Dehydrator  corpora- 
tion were  not  the  lack  of  working  capital,  but  inexperi- 
enced help,  labor  shortages,  continued  change  in  speci- 
fication by  the  Government,  inexperienced  inspectors, 
high  prices  for  raw  materials,  controlled  prices  for  fin- 
ished products,  and  loss  of  market  for  the  product  (Tr. 
125,  141,  194,  195).  The  manner  in  which  the  appellants, 
in  the  last  quotation,  stated  "  'sold  out'  the  canneries 
and  took  the  loss"  would  indicate  that  the  taxpayer  so 
testified,  but  an  examination  of  the  cited  pages  of  the 
transcript  shows  that  the  appellants  added  the  words 
"and  took  the  losses"  to  the  taxpayer's  testimony. 

Appellee  is  at  a  loss  to  understand  what  the  appel- 
lants mean  by  the  words  "as  requested"  in  the  third 
line  after  the  quotation  on  page  22  of  their  brief.  As  far 
as  the  record  shows  they  requested  no  findings  or  con- 
clusions. 

At  pages  9  and  10  of  their  brief,  appellants  say: 

"The  taxpayer's  gross  income  from  his  business 
for  the  taxable  year  1945  was  $33,562.28.  He  took 
business  deductions  for  that  year  in  the  sum  of  $17,- 
217.72,  about  which  there  is  no  dispute.  This 
amount,  together  with  the  above  two  bad  debts  of 
$95,081.48,  taxes  of  $223.21,  and  depreciation  of 
$31,617.89,   gave  the  taxpayer  business  deductions 
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for  that  year  in  the  aggregate  sum  of  $144,140.33. 
His  net  loss  attributable  to  the  operations  of  his 
above  business  for  that  taxable  year  was  $110,- 
578.05."    (Italics  inserted) 

This  is  almost  a  literal  quotation  from  the  lower  court's 
finding  No.  XIII  (Tr.  75).  Appellants  do  not  object  to 
any  part  of  this  finding  except  "in  respect"  of  the  itali- 
cized words  (Br.  10,  fn.  8).  The  part  of  finding  XIII  not 
objected  to  stands  as  a  clear  admission  that  the  taxpayer 
was  in  some  business,  and  as  hereinbefore  pointed  out 
as  long  as  he  was  in  any  business  that  qualified  him  for 
the  full  amount  of  a  carry-back.  Furthermore,  the  ap- 
pellants do  not  object  to  the  finding  that  the  taxpayer 
took  business  deductions  for  the  year  1945  **in  the  sum 
of  $17,217.72,  about  which  there  is  no  dispute".  Con- 
sequently, this  also  stands  as  an  admission  that  the  tax- 
payer was  in  some  business  during  that  year,  and  as  far 
as  the  record  shows  the  only  one  he  could  have  been 
engaged  in  was  the  one  described  in  the  findings  (Tr. 
68). 

B.  Where  the  taxpayer  makes  advances  which 
are  an  incident  to  his  main  business  of  acquiring, 
owning,  expanding,  equipping,  and  leasing  food 
processing  plants,  and  such  advances  subsequently 
become  worthless,  they  must  be  taken  into  account 
in  computing  the  net  operating  loss  deduction. 

Appellants  begin  their  argument  concerning  the  bad 
debt  phase  of  this  case  by  asserting  "that  the  taxpayer 
has   the   burden   of   establishing"   that  "the   guaranteed 
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corporate  obligations  and  accrued  rentals  represented 
bad  debts  and  not  contributions  to  capital"  (Br.  32). 
The  lower  court  found  that  the  "sums  owned  to  plaintiff 
by  the  corporations  were  unpaid  balances  on  open  ac- 
counts receivable  of  plaintiff,  .  .  .  and  were  and  are 
debts  which  arose  in  the  course  of  plaintiff's  said  business 
and  were  not  contributions  to  the  capital  of  said  corpora- 
tions or  to  the  capital  of  either  of  them"  (Tr.  72).  Con- 
sequently the  appellants  are  again  inaccurate  in  their 
contentions.  Under  the  doctrine  of  Augustine  v.  Bowles, 
supra,  the  burden  of  establishing  that  this  finding  is 
erroneous  rests  on  the  appellants. 

In  order  to  come  within  Section  122  of  the  Internal 
Revenue  Code  (28  U.S.C.A.  Sec.  122)  it  is  only  neces- 
sary for  the  taxpayer  to  sustain  an  excess  of  losses  allow- 
able as  deductions  by  Chapter  1  of  the  Internal  Revenue 
Code  over  gross  income,  with  the  exceptions,  etc.  pro- 
vided in  sub-section  (d).  Section  23  (k)  (1)  provides 
for  the  allowance  of  such  a  deduction  in  the  case  of 
business  bad  debts  incurred  by  an  individual.  The  ap- 
pellants in  their  brief  have  made  much  of  the  qualifica- 
tion set  out  in  sub-section  (d)  (5)  of  Section  122,  and 
have  interpreted  it  as  placing  the  burden  upon  the  tax- 
payer of  showing  that  the  losses  claimed  were  "attributa- 
ble to  the  operation  of  a  trade  or  business  regularly 
carried  on  by  the  taxpayer".  It  is  sufficient  to  point  out 
that  Section  122  (d)  (5)  is  merely  a  qualification  that 
applies  in  case  the  deductions  involved  are  not  attributa- 
ble to  business  activities.  Since  by  its  terms  Section  23 
(k)  (1)  applies  primarily  to  debts,  the  worthlessness  of 
which  is  incurred  in  trade  or  business,  it  is  necessary 
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to  consider  only  the  interpretation  of  the  latter  section. 
The  qualification  of  Section  122  (d)  (5)  may  be  disre- 
garded in  so  far  as  an  interpretive  standard  is  necessary 
to  an  understanding  of  bad  debts.* 

The  application  of  Section  23  (k)  (1)  is  such  that 
the  worthlessness  of  any  debts  claimed  as  deductions 
must  have  been  incurred  in  a  trade  or  business  of  the 
taxpayer.  A  showing  that  they  became  worthless  as  a  cir- 
cumstance in  a  trade  or  business  of  the  taxpayer  is  suf- 
ficient to  qualify  the  taxpayer  for  the  deduction.  The 
Senate  Finance  Committee  Report  on  the  1942  Revenue 
Act  (5  Mertens,  Law  of  Federal  Income  Taxation,  1948 
Supp.  p.  259)  in  part  says: 

"The  character  of  the  debt  for  this  purpose  is  not 
controlled  by  the  circumstances  attending  its  crea- 
tion or  its  subsequent  acquisition  by  the  taxpayer 
or  by  the  use  to  which  borrowed  funds  are  put  by 
the  debtor,  but  is  to  be  determined  rather  by  the 
relation  which  the  loss  resulting  from  the  debt's 
becoming  worthless  bears  to  the  trade  or  business 
of  the  taxpayer.  If  that  relation  is  a  proximate  one 
in  the  conduct  of  the  trade  or  business  in  which  the 
taxpayer  is  engaged  at  the  time  the  debt  becomes 
worthless,  the  debt  is  not  a  non-business  debt  for 
the  purposes  of  this  amendment."  (Italics  inserted) 

This    language    has    been    incorporated    verbatim    into 


2The  record  shows  and  tha  lower  court  found  that  the  bad  debts  involved 
in  this  were  "attributable  to  the  operation  of  said  business  [of  acquir- 
ing, owning,  expanding,  equipping  and  leasing  of  food  processing  plants 
...  for  profit  (Tr.  68)]  regularly  carried  on  by  the  plaintiff"  (Tr.  72); 
and  the  lower  court  concluded  that  the  taxpayer  incurred  a  loss  in  his 
said  business  from  the  worthlessness  of  said  debts  within  the  meaning  of 
Sec.  23  (k)  and  was  entitled  to  a  net  operating  loss  carry-back  within 
the  meaning  of  Sec.  122.  In  view  of  this  appellee  will  not  belabor  the 
point  about  which  Section  controls,  as  taxpayer's  loss  comes  well  within 
both  of  them.  The  distinction  was  mentioned  only  because  appellee  does 
not  wish  through  silence  to  give  the  appearance  of  acquiescing  in  what 
she  regards  as  an  unwarranted  interpretation  of  Sec.  122. 
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Treasury  Regulation  111,  Section  29.23  (k)-6.  The  ex- 
amples which  are  included  in  the  regulation  make  it 
clear  that  it  is  necessary  only  that  at  the  time  the  debt 
becomes  worthless  it  be  a  "proximate  incident"  of  the 
trade  or  business  in  which  the  taxpayer  is  then  engaged. 

CASES   INTERPRETING  SECTION   23    (k) 

An  application  of  Section  23  (k)  is  found  in  Robert 
Cluett,  3rd,  8  T.C.  1178  (1947).  The  petitioner  was  a 
member  of  the  New  York  Stock  Exchange.  In  1929  the 
membership  was  increased  one  quarter,  and  each  mem- 
ber was  given  the  right  to  transfer  his  proportionate 
part  of  an  additional  membership.  The  petitioner  sold 
the  one-fourth  of  a  membership  to  which  he  was  entitled 
but  was  never  paid,  and  the  debt  resulting  from  the 
transaction  became  worthless  in  1943.  At  that  time  the 
petitioner  was  still  a  member  of  the  Exchange. 

The  contention  of  the  Commissioner  was  that  the 
petitioner  was  not  regularly  engaged  in  the  business  of 
buying  and  selling  seats  on  the  Exchange,  and  that  the 
bad  debt  was  a  non-business  bad  debt.  The  court  sus- 
tained the  contention  of  the  taxpayer  that  the  loss  re- 
sulted directly  from  the  operation  of  a  business  in  which 
the  taxpayer  was  engaged  both  at  the  time  the  debt 
arose  and  at  the  time  it  became  worthless.  The  court 
said: 

"The  debt  .  .  .  was  closely  related  to  the  business 
of  owning  and  using  a  stock  exchange  membership 
for  the  production  of  income,  in  which  business  the 
petitioner  was  engaged  not  only  in  1929,  when  the 
debt  was  created,  but  also  in  1943  when  it  became 
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worthless.  .  .  .  That  debt  arose  in  the  course  of 
the  petitioner's  business,  which  involved  owning  the 
Exchange  membership,  which,  in  turn,  required  a 
sale  of  the  accretion  in  order  to  realize  any  benefit 
therefrom.  He  was  still  engaged  in  that  same  busi- 
ness in  1943  when  the  debt  became  worthless.  Thus, 
the  debt,  at  all  times  material  hereto,  bore  a  proxi- 
mate relation  to  the  business  of  the  petitioner  and 
the  loss  from  its  worthlessness  also  bore  a  proximate 
relationship  to  that  business." 

The  only  other  case  appellee  has  been  able  to  find 
interpreting  the  business  necessity  aspect  of  Section  23 
(k)  added  by  the  1942  amendment  is  Vincent  C.  Camp- 
bell, P-H  T.C.  par.  11.61  (1948).  In  that  case  a  bad  debt 
deduction  was  claimed  for  losses  resulting  from  advances 
on  open  account  to  a  corporation.  The  debts  became 
worthless  in  1944.  It  was  the  practice  of  the  petitioners 
to  organize,  own,  and  operate  corporations  engaged  in 
the  retail  coal  business.  The  advances  which  became 
worthless  were  incurred  in  this  business  of  organizing 
and  operating  corporations  engaged  in  the  retail  coal 
business.  The  court  sustained  the  contention  of  petition- 
ers and  allowed  the  deduction  on  the  ground  that  these 
debts  *'had  a  direct  connection  with  the  business  carried 
on  by  these  petitioners",  and  were  the  result  of  carry- 
ing on  that  business. 

As  determined  by  the  court  below,  in  the  case  at  bar, 
the  activities  which  constituted  the  business  of  the  tax- 
payer were  acquiring,  owning,  expanding,  equipping,  and 
leasing  food  processing  plants,  and  (as  an  incident  there- 
to) providing  for  the  adequate  financing  of  the  opera- 
tions of  those  plants.   The  court  found  that  the  taxpayer 
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was  engaged  in  those  activities  during  the  taxable  years 
ending  February  29,  1944,  and  February  28,  1945  (Tr. 
68),  that  is,  when  the  obligations  for  which  the  bad  debts 
are  claimed  arose,  and  when  they  subsequently  became 
worthless.  Whether  the  taxpayer  was  or  was  not  en- 
gaged in  the  business  of  financing  canneries  is  of  no 
moment.  It  is  significant  only  that  the  taxpayer  was 
engaged  in  some  business,  and  the  court  below  so  found. 
The  debt  arose  in  the  course  of  that  business,  and  they 
became  worthless  therein.  They  were  a  proximate  inci- 
dent of  the  business  of  the  taxpayer. 

No  doubt  influenced  by  Dalton  v.  Bowers,  supra, 
and  Burnet  v.  Clark,  supra,  the  appellants  have  re- 
peatedly pressed  the  argument  that  for  appellee  to  suc- 
ceed in  this  case  she  must  show  that  the  taxpayer  was 
in  the  business  of  financing  canneries  generally.  The  at- 
tempt to  portray  the  taxpayer  as  coming  within  the 
very  narrow  holdings  of  these  two  cases  has  resulted  in 
appellants'  insistence  that  the  taxpayer  must  have  been 
engaged  in  a  business  whose  main  element  or  character- 
istic was  performance  of  acts  identical  to  those  which 
gave  rise  to  the  debts  owing  from  the  corporations  to 
the  taxpayer.  The  necessity  for  "worthlessness  incurred 
in  trade  or  business"  was  first  made  a  part  of  the  In- 
ternal Revenue  Code  in  1942.  "Incurred  in  trade  or 
business"  does  not  call  for  identity  of  the  debt-yielding 
acts  of  the  taxpayer  with  the  dominant  acts  of  his  trade 
or  business.  Regulation  111,  Sec.  29.23  (k)-6  promul- 
gated by  the  Commissioner  as  a  guide  to  the  interpreta- 
tion of  Sec.  23  (k),  and  the  Cluett  and  Campbell  cases, 
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supra,  show  that  the  acts  which  produce  the  debts  may 
be  dissimilar  from  the  principal  functions  of  the  business 
as  long  as  they  are  an  "incident"  of  that  business.  The 
Dalton  case  and  the  Burnet  case,  decided  in  1932,  were 
not  concerned  with  this  problem.  Their  holdings  are 
limited  to  whether  or  not  the  particular  taxpayers  there 
involved  were  carrying  on  a  business  and  do  not  treat 
of  bad  debts  as  outlined  in  Sec.  23  (k). 

C.  Whether  advances  of  the  taxpayer  represent 
obligations  owed  to  him  is  primarily  a  matter  of 
intent. 

The  court  below  found  as  a  fact  the  Dehydrator  cor- 
poration owed  the  plaintiff  $61,115.48  on  account  of  ac- 
counts payable  of  said  corporation  which  the  taxpayer 
had  previously  guaranteed  and  did  pay,  and  on  account 
of  notes  payable  to  said  corporation  upon  which  the 
taxpayer  was  surety  and  which  he  did  pay,  and  the 
Yakima  corporation  owed  the  taxpayer  the  sum  of  $33,- 
966.02  on  account  of  unpaid  rent,  sums  advanced  by  the 
taxpayer  to  said  corporation  to  pay  promissory  notes  of 
said  corporation  upon  which  he  was  surety  and  which 
sums  were  used  by  the  corporation  to  pay  said  notes, 
lug  boxes  rented  to  said  corporation  by  taxpayer  and 
not  returned  by  it  to  him  because  they  had  become 
broken,  and  money  belonging  to  him  and  collected  by 
said  corporation,  but  not  paid  over  to  him  by  it.  The 
court  also  found  that  said  sums  owed  to  the  plaintiff  by 
the  corporation  were  unpaid  balances  on  open  accounts 
receivable  of  the  plaintiff  and  were  debts  which  arose 
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in  the  course  of  the  plaintiff's  said  business  and  were 
not  contributions  to  the  capital  of  said  corporation  or  to 
the  capital  of  either  of  them  (Tr.  71,  72). 

During  his  opening  statement  counsel  for  the  appel- 
lants said: 

"There  are  no  serious  factual  questions  here  involved. 
(Tr.  108). 


"The  facts  here  as  to  the  amount  of  income  and  the 
amount  of  obligations  paid  are  not  in  dispute  at  all, 
or,  in  any  event,  in  a  very  minor  way,  .  .  ."  (Tr. 
109). 

Apparently  the  portion  of  the  above  mentioned  find- 
ings which  we  have  italicized  are  the  only  part  thereof 
questioned  by  the  appellants  (Br.  3,  bottom  of  page;  5, 
fn.  3;  7,  fn.  6;  12  and  13,  points  2,  4).  They  do  not 
question  the  fact  that  the  sums  mentioned  were  on  open 
account  balances  as  therein  stated.  In  fact  they  virtually 
concede  this  by  saying: 

"It  clearly  is  not  important,  we  submit,  that 
some  of  the  items  were  carried  on  the  corporations' 
books  as  debts  due  from  them  to  the  taxpayer  (R. 
104-105,  142-144),  and  that  some  of  the  obligations 
constituted  unpaid  and  accrued  rentals  (R.  104, 
124,  163),  the  entries  of  such  transactions  being 
merely  evidential  and  not  conclusive."   (Br.  34). 

The  capital  stock  of  the  Lebanon  corporation  and  the 
Yakima  corporation  was  in  the  sum  of  $10,000.00  each, 
and  that  of  the  Dehydrator  corporation  was  $5,000.00 
(Tr.  145,  186,  200).  This  was  paid  for  by  turning  over 
growers'  contracts  to  the  corporations  (Tr.  185).    Those 
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turned  over  to  the  Yakima  corporation,  as  stated,  were 
in  a  value  in  excess  of  $10,000.00,  and  those  turned  over 
to  Dehydrator  corporation  were  of  a  value  excess  of 
$5,000.00  (Tr.  147).  The  growers'  contracts  were  carried 
on  the  corporation's  books  at  amounts  equal  to  the  cap- 
ital stock  (Tr.  186,  200). 

There  is  not  the  slightest  evidence  that  taxpayer  in- 
tended to  contribute  anything  to  the  capital  of  the  cor- 
porations beyond  the  growers'  contracts,  and  he  testified 
that  he  at  no  time  contributed  or  intended  to  contribute 
any  capital  to  any  of  the  said  corporations  other  than 
said  contracts  (Tr.  148). 

There  is  no  account  in  the  books  anywhere,  either  of 
the  corporation  or  of  the  taxpayer,  showing  any  contri- 
bution to  capital  other  than  the  growers'  contracts  (Tr. 
186),  and  there  was  no  money  or  anything  else  that 
went  into  any  capital  account  or  any  account  like  a 
capital  account,  other  than  the  growers'  contracts  (Tr. 
189).  The  growers'  contracts  were  accepted  by  the 
directors  of  the  corporation  in  full  payment  of  the  capi- 
tal stock  (Tr.  193).  It  is  incumbent  upon  the  appellants 
to  point  out  wherein  the  evidence  fails  to  support  the 
above  finding,  and  this  we  respectfully  submit  they  have 
not  done.  Inasmuch  as  there  is  substantial  evidence 
to  support  the  findings  they  should  not  be  set  aside  on 
appeal.    See  pages  8  and  9  hereof. 

A  loan  or  an  advance  in  order  to  qualify  for  the  bad 
debt  deduction  must  actually  create  the  relationship  of 
debtor  and  creditor.  Whether  it  does  is  primarily  a  mat- 
ter of  intent.    Van  Chef  v.  Helvering,    135   F.   2d   254 
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(App.  D.C.,  1943) ;  Fairbanks,  Morse  &  Co.  v.  Harrison, 
63  F.  Supp.  495  (111.,  1945) ;  Glenmore  Distilleries  Co., 
Inc.,  47  B.T.A.  213  (1942);  Edward  Katzinger  Co.,  44 
B.T.A.  533  (1941);  Harry  T.  Nicolai,  42  B.T.A.  899 
(1940);  Daniel  Gimbel,  36  B.T.A.  539  (1937);  Lucia 
Chase  Ewing,  P-H  T.C.  Memo.  Dec.  Par.  46,235  (1946). 

In  the  Fairbanks,  Morse  case,  supra,  the  taxpayer 
had  purchased  all  of  the  capital  stock  of  another  cor- 
poration. As  part  of  the  purchase  agreement  the  tax- 
payer became  obligated  to  provide  the  subsidiary  cor- 
poration with  necessary  working  capital  by  way  of  inter- 
company loans  or  advances  on  open  accounts  from  the 
taxpayer  to  or  for  the  subsidiary;  or  at  the  option  of 
the  taxpayer  by  purchasing  additional  capital  stock  of 
the  subsidiary.  In  holding  the  advances  to  be  deductible, 
the  court  stated: 

"Whether  the  funds  advanced  by  the  plaintiff  as  the 
sole  owner  of  the  stock  of  Home  Appliances,  Inc., 
were  loans  or  contributions  to  capital  depends  en- 
tirely upon  the  circumstances  under  which  they 
were  made.  Such  advances  would  be  additional 
contributions  to  capital  only  if  they  had  been  in- 
tended to  enlarge  the  stock  investment  and  had  not 
been  intended  as  loans.  Edward  Katzinger  Com- 
pany V.  Commissioner,  44  B.T.A.  533.  Here  the 
parties  intended  these  advances  as  loans.  This  is 
shown  by  the  character  of  the  transactions.  The 
plaintiff  carried  on  its  books  an  open  account  with 
Home  Appliances,  Inc.  In  this  account  the  pay- 
ments and  advances  were  charged  to  the  subsidiary 
and  remittances  were  credited  to  the  account.  The 
plaintiff  did  not  purchase  any  additional  capital 
stock  of  the  subsidiary.  The  contract  whereby 
plaintiff  acquired  the  stock  of  the  subsidiary  pro- 
vided that  advances  made  by  the  plaintiff  should 
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be  in  the  form  of  inter-company  loans  or  advances 
on  open  account  unless  plaintiff  purchased  addi- 
tional capital  stock  of  the  subsidiary." 

Lucia  Chase  Ewin^,  supra,  was  a  case  in  which  a 
danseuse  exhibited  her  enthusiasm  for  her  art  by  ad- 
vancing some  $300,000.00  to  an  incorporated  ballet  group 
of  which  she  was  the  sole  stockholder.  In  sustaining  the 
claimed  deduction  the  court  based  its  decision  on  the 
intent  standard  of  the  Katzin^er  case,  supra,  saying: 

"In  judging  whether  or  not  these  advancements 
by  the  taxpayer  were  loans  on  the  one  hand,  or  gifts 
or  advancements  to  capital  on  the  other,  the  whole 
criterion  set  forth  in  the  cases  is  as  to  whether  or 
not  the  person  making  the  advancements  considered 
them  to  be  loans  and  expected  them  to  be  repaid.  .  . 

"In  the  case  at  bar  the  taxpayer  testified  that  she 
expected  to  be  repaid;  that  her  expectations  were 
based  upon  the  ultimate  'success'  of  the  company; 
and,  from  the  whole  record,  it  is  shown  that  she 
had  an  over  abundance  of  confidence  in  that  ulti- 
mate success.  The  balance  sheets  of  the  corporation 
show  that  these  advances  by  the  taxpayer  were 
treated  by  the  corporation  as  loans." 

Nor  is  the  purpose  for  which  the  loans  are  made 
material.  It  is  sufficient  that  they  be  made  with  the  in- 
tent of  obtaining  repayment,  that  is,  creating  a  debt. 
In  the  Van  Cliei  case,  supra,  the  sole  stockholder  of  a 
corporation  advanced  almost  $100,000.00  to  it  for  the 
sole  purpose  of  sustaining  its  operations  during  financial 
difficulties.  In  answering  the  contention  of  the  Commis- 
sioner that  such  advances  represented  capital  contribu- 
tions rather  than  loans,  the  court  stated: 
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"The  inference  that  a  loan  was  intended  is  the  natu- 
ral and  logical  inference,  and  the  fact  that  Van  Clief 
was  the  sole  stockholder  of  the  corporation  did  not 
tend  to  rebut  it  ...  .  The  fact  that  Van  Clief 
made  the  advances  to  keep  the  corporation  afloat 
rather  than  to  liquidate  it,  has  no  tendency  to  show 
that  a  voluntary  addition  to  capital  rather  than  a 
loan  was  intended." 

A  similar  situation  and  decision  is  presented  by  John  J. 
Quinn,  P-H  T.C.  Memo.  Dec.  Par.  46,254  (1946). 

It  is  obvious  from  the  way  in  which  the  transactions 
were  handled  in  the  case  at  bar  that  all  advancements 
were  intended  as  loans  and  not  in  any  sense  as  contribu- 
tions to  capital.  The  Board  in  sustaining  a  bad  debt 
deduction  in  Ethel  S.  White,  P-H  T.C.  Memo.  Dec.  Par. 
47,262  (1947),  stated: 

"That  sums  advanced  by  petitioner  to  the  paving 
corporations  were  regarded  by  all  the  parties  con- 
cerned as  debts  and  not  donations  is  established  by 
the  books  of  petitioner  as  well  as  the  books  of  the 
two  paving  corporations." 

The  Board  virtually  repeats  this  language  in  refuting 
the  contention  that  because  the  petitioner  was  the  prin- 
cipal stockholder  the  advances  should  have  been  con- 
sidered to  be  capital  contributions.  The  Van  Clief  and 
Katzinger  cases,  supra,  are  similar  in  their  reliance  on 
book  entries.  By  the  leases  the  taxpayer  undertook  to 
make  the  advances  only  "when  required",  and  he  testi- 
fied that  he  thought  the  corporations  could  get  credit  on 
their  own  (Tr.  161,  162).  Expectation  of  repayment  was 
obviously  based  upon  the  expected  success  of  the  cor- 
porations.   This  was  reasonable  in  view  of  war  created 
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demands.  The  Lebanon  corporation  fulfilled  the  tax- 
payer's optimism  (Tr.  119).  That  the  advances  secured 
by  the  taxpayer's  guarantees  were  not  capital  contribu- 
tions is,  perhaps,  most  vividly  acclaimed  by  the  fact  that 
such  amounts  represent  obligations  incurred  by  the  cor- 
poration in  the  normal  course  of  business  for  "operating 
expenses"  (Tr.  197).  It  is  common  knowledge  that  most 
businesses  defray  current  expenses  with  borrowed  funds. 
This  manner  of  financing  has  not  the  concept  of  perma- 
nent investment  which  the  appellants  would  imply  from 
the  dealings. 

COMMENTS  ON  ARGUMENTS  OF  AND 
CASES  CITED  BY  APPELLANTS 

The  appellants  have  cited  Janeway  v.  Commissioner, 
147  F.  2d  602  (CCA.  2d,  1945)  and  Cohen  v.  Commis- 
sioner, 148  F.  2d  336  (CCA.  2d,  1945),  for  the  proposi- 
tion that  the  advances  represented  capital  contributions. 
The  basic  factor  upon  which  these  cases  are  grounded 
is  that  there  is  no  identification  or  clear  separation  of 
capital  from  debt.  Under  such  circumstances  there 
naturally  can  be  no  proof  of  an  intent  that  advances 
should  represent  debts.  In  the  Janeway  case,  for  ex- 
ample, the  various  participants  at  one  time  or  another 
made  advances  to  the  corporation  for  which  they  re- 
ceived notes.  As  shown  by  the  report  of  this  case  in 
2  T.C  197,  202  (1943),  for  every  $1,000.00  of  notes 
there  was  issued  6/lOths  of  a  share  of  stock.  The  entire 
stock  issue  was  but  22.8  shares.  Petitioner  contended 
the  stock  was  issued  as  a  bonus.  The  Tax  Court  at  page 
202  said: 
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".  .  .  we  can  not  hold  t±ie  stock,  although  issued  in 
small  quantities,  to  be  a  mere  bonus,  of  no  conse- 
quence to  the  present  question ;  for  the  fact  that  the 
stock  was  issued  in  small  quantities  is  immaterial, 
since  the  entire  stock  issue  was  only  22.8  shares. 


"...  when  they  received  the  notes  and  stock  they  re- 
ceived pro  rata  control  of  the  corporation  through 
ownership  of  its  stock  in  proportion  to  the  amount 
of  money  advanced.  Had  the  corporation  earned 
large  amounts  of  money,  the  petitioners  would  have 
been  entitled  to  the  whole  thereof,  that  is,  in  ac- 
cordance with  their  portion  of  the  22.8  shares  of 
stock  extant  .  .  .  they  did  receive  with  the  other 
stockholders  in  like  position  as  to  advancements, 
the  entire  issued  capital  stock  of  the  corporation  and 
all  the  control  and  value  it  entailed,  in  proportion 
to  the  money  which  went  into  the  corporation." 
(Italics  inserted) 

Since  the  entire  capital  of  the  corporation  had  its  basis 
in  these  so-called  loans,  and  since  all  stock  was  issued 
in  direct  proportion  to  the  loans  so  that  the  holders 
would  share  in  the  control  and  profits  in  proportion  to 
the  loans  it  is  obvious  that  there  was  no  segregation  of 
capital  from  debt.  Under  such  circumstances  it  was 
clear  that  the  stock  was  in  fact  issued  for  the  advances. 
The  advances,  then,  could  represent  only  capital. 

In  connection  with  that  case,  the  quotation  which 
the  appellant  has  taken  from  the  case  should  be  ampli- 
fied so  as  not  to  be  misleading  due  to  its  inadequacy. 
The  appellants  in  their  brief  (p.  36)  quoted  as  follows: 

"Though  the  advances  made  were,  by  the  issu- 
ance of  the  notes,  given  the  appearance  of  loans, 
the  possibility  of  repayment  was  no  stronger  than 
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the  business  and  its  possible  success.  No  other 
money  was  paid  in  for  stock,  so  that  the  advances 
constituted  the  corporation's  only  source  of  working 
capital." 

Immediately  following  this  excerpt,  the  court  went 
on  to  say: 

"Ordinarily  a  loan  to  a  corporation,  if  not  other- 
wise secured,  has  the  assurance  of  capital  having 
been  paid  into  the  corporation  so  that  the  assets 
purchased  therewith  are  subject  to  the  payment  of 
the  loan.  Here  the  'loans'  constituted  the  sole 
capital,  with  no  other  assets  subject  to  repayment. 
The  effect  of  what  was  done  is  the  same  as  if  the 
petitioners  and  the  other  stockholders  purchased 
the  stock  with  the  money  advanced,  and  became 
pro  rata  owners  of  the  corporation."  (Italics  in- 
serted) 

In  the  case  at  bar,  as  hereinbefore  indicated,  growers' 
contracts  of  a  value  equal  to  that  of  the  capital  stock 
of  the  corporations  were  paid  to  corporations  for  their 
stock.  The  testimony  shows  that  the  corporations  could 
not  have  functioned  without  the  growers'  contracts  (Tr. 
146).  If  the  stock  had  been  paid  for  with  money,  the 
corporations  would  have  been  justified  in  using  the 
money  to  acquire  growers'  contracts,  that  is,  of  course, 
if  they  had  been  able  to  find  contracts  that  could  have 
been  purchased — for  without  them  there  could  have 
been  no  operations.  There  was  no  link  of  any  kind  be- 
tween the  taxpayer's  advances  and  the  growers'  contracts 
or  the  amount  of  stock  issued. 

Where  there  are  no  such  exceptional  circumstances 
as  existed  in  the  Janeway  case,  supra,  or  where  there  is 
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no  evidence  which  contradicts  the  conclusions  stemming 
from  the  form  of  the  transaction,  the  payments  are  con- 
sidered to  be  loans,  regardless  of  the  fact  that  the  con- 
tributor was  also  a  stockholder.  Van  Clief  v.  Helverin^, 
supra;  William  D.  P.  Jarvis,  43  B.T.A.  439  (1941).  The 
appellants  have  pointed  to  the  fact  (Br.  36)  that  the 
advances  were  at  the  "risk  of  the  businesses",  but  it  is  a 
truism  that  advances  made  by  anyone  to  a  concern  are 
at  the  risk  of  the  business. 

The  appellants  have  made  further  reference  to  Dal- 
ton  V.  Bowers,  supra  (Br.  35).  While  their  statement 
about  the  case  is  accurate,  the  quotation  respecting  the 
"loss",  immediately  following  the  statement  that  the 
taxpayer  "paid  the  debts  of  the  corporation",  may  leave 
the  impression  that  the  loss  was  derived  from  the  tax- 
payer's payment  of  the  corporation's  debts.  This,  of 
course,  was  not  the  case.  The  loss  in  question  there  was 
a  stock  loss.  It  is  true  that  the  taxpayer  paid  the  debts 
of  the  corporation,  and  when  they  became  worthless 
debts  in  1923  and  1924  he  claimed  the  statutory  deduc- 
tion.   For  aught  that  appears  the  bad  debt  was  allowed. 

The  only  other  cases  which  appellants  cite  as  support 
for  the  statement  they  make  at  the  top  of  page  35  of 
their  brief  are  Burnet  v.  Clark,  supra,  hereinbefore  dis- 
cussed, and  the  two  following  cases. 

American  Cigar  Co.  v.  Commissioner,  66  F.  2d  425 
(CCA.  2d,  1933),  was  a  case  in  which  the  taxpayer 
advanced  funds  to  a  corporation  in  which  the  taxpayer 
was  a  stockholder,  knowing  at  the  time  it  advanced  the 
funds  that  they  would  never  be  repaid  and  that  any 
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obligations  created  thereby  were  worthless  and  uncol- 
lectible. The  court  held  that  such  advances,  made  with 
no  intent  of  repayment,  were  gifts  or  contributions  to 
capital.  From  what  has  already  been  said  it  is  obvious 
that  in  the  case  at  bar  there  was  reasonable  expectation 
that  the  corporations  would  be  able  to  pay  their  obliga- 
tions, which  the  taxpayer  guaranteed. 

Corn  Exchange  National  Bank  &  Trust  Co.,  46 
B.T.A.  1107  (1942),  is  completely  inapposite.  The  sit- 
uation there  was  one  in  which  the  taxpayer  undertook  to 
pay  all  liabilities  to  creditors  of  another  bank  in  exchange 
for  all  the  assets  of  the  latter.  On  the  assets  transferred 
to  the  taxpayer,  the  latter  realized  an  amount  less  than 
the  liabilities  it  had  assumed.  The  question  presented 
was  whether  the  relation  of  debtor  and  creditor  existed 
between  the  taxpayer  and  the  other  bank,  so  that  it 
might  claim  the  loss  sustained  on  the  sale  of  the  assets 
transferred  to  it  as  a  bad  debt.  The  Board  held  that 
there  was  no  such  relation,  saying: 

"Under  the  stipulated  facts  all  obligations  of  Union 
and  its  stockholders  to  Corn  Exchange  ceased  when 
the  latter  took  over  Union's  assets  and  assumed  its 
liabilities." 

The  following  suggestion  is  made  by  appellant  (Br. 

p.  37): 

"The  taxpayer's  arrangement  under  the  leases 
with  his  three  cannery  corporations  whereby  he 
furnished  all  the  working  capital  (R.  104,  123,  157, 
159)  and  eventually,  upon  their  liquidation,  with- 
stood all  the  resulting  losses,  might  well  be  con- 
sidered to  have  constituted  payments  made  under 
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the  contracts  indemnifying  the  corporations  against 
losses  on  their  notes,    .    .    ." 

That  shows  a  misconception  of  the  facts.  The  "financ- 
ing" clause  of  each  lease  was  an  undertaking  of  the  tax- 
payer to  assist  in  financing  when  required,  and  was  not 
an  undertaking  whereby  he  agreed  to  insure  the  corpora- 
tions against  loss  on  their  future  operations.  The  obliga- 
tion which  the  taxpayer  assumed  under  the  lease  was 
independent  of  loss  and  would  have  been  binding  in  the 
absence  of  loss.  The  controlling  detail  is  the  manner 
whereby  the  taxpayer  fulfilled  the  obligation  which  he 
had  thus  assumed,  and  the  court  found  that  he  did  this 
by  guarantee  and  as  a  surety.  The  court  found  that  the 
Dehydrator  corporation  owed  the  plaintiff  the  sum  of 
$61,115.48  on  account  of  accounts  payable  of  said  cor- 
poration, which  plaintiff  had  previously  guaranteed  and 
did  pay,  and  on  account  of  notes  payable  of  said  cor- 
poration, upon  which  the  plaintiff  was  surety  and  which 
the  plaintiff  did  pay,  and  that  the  Yakima  corporation 
owed  the  plaintiff  the  sum  of  $33,966.02  on  account  of, 
among  other  things,  sums  advanced  by  the  plaintiff  to 
said  corporation  to  pay  promissory  notes  of  said  cor- 
poration upon  which  plaintiff  was  surety  and  which 
sums  were  used  by  it  to  pay  said  notes  (Tr.  71-72). 
It  must  be  stated  flatly  that  by  no  exercise  of  the  imag- 
ination is  it  possible  to  stretch  a  contract  of  guarantee 
into  a  contract  of  indemnification.  The  cases  which  ap- 
pellants cite  at  the  bottom  of  page  37  of  their  brief  with 
the  exception  of  Howell  v.  Commissioner,  69  F.  2d  447 
(CCA.  8th,  1934),  do  not  even  deal  with  the  problem 
of   indemnification.     The    Howell   case   while    correctly 
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summarized  is  also  not  pertinent  to  this  argument,  as 
we  have  just  pointed  out,  because  there  is  no  contract 
of  indemnification  involved  here. 

Near  the  top  of  page  18  of  their  brief  appellants  say- 
that  the  net  operating  losses  are  alleged  to  have  been 
suffered  because  of  the  taxpayer's  guarantees  to  pay  ob- 
ligations of  the  corporations.  Those  losses  were  suffered 
because  two  of  the  three  corporations  failed  to  make 
sufficient  profits  to  pay  their  obligations.  It  was  only 
because  of  the  failures  of  two  of  the  corporations  that 
taxpayer  was  called  upon  to  satisfy  their  obligations 
that  he  had  guaranteed.  Had  these  two  corporations 
been  successful  they  could  have  been  able  to  pay  their 
debts. 

At  page  18  of  their  brief  appellants  say  that  upon 
liquidation  (of  the  corporations)  the  taxpayer  satisfied 
their  outstanding  obligations  and  it  is  this  amount  and 
the  advancements  which  he  claims  as  a  carry-back  loss. 
This  is  true  as  far  as  it  goes,  but  overlooks  the  fact  that 
the  outstanding  obligations  were  satisfied  by  the  tax- 
payer only  because  of  his  pre-existing  guarantees. 

The  appellants  have  sought  to  distinguish  the  Kat- 
zinger  case,  supra,  by  pointing  out  that  the  Board  re- 
fused to  allow  deductions  on  the  same  loss  for  both  the 
years  1933  and  1936.  Lest  there  be  any  doubt,  however, 
that  the  Board  found  a  bad  debt  (although  it  allowed 
only  a  portion  thereof  due  to  the  prior  deduction  taken 
in  1933),  the  following  portion  of  its  opinion  is  quoted: 

"The   respondent  argues   that   all   of  the   funds  ad- 
vanced by  the  petitioner  must  be  regarded  as  ad- 
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ditional  capital  contributions  since  Bruce-Hunt  had 
to  have  more  than  $1,000  with  which  to  conduct  its 
operations.  He  cites  no  authority  in  support  of  this 
argument  and  we  know  of  none.  Funds  advanced 
by  shareholders  to  their  corporation  may  or  may  not 
be  contributions  of  capital,  augmenting  the  cost  of 
the  shares,  depending  upon  the  circumstances  under 
which  the  advancements  are  made.  Advances  are 
an  additional  contribution  of  capital  if  they  are  in- 
tended to  enlarge  the  stock  investment,  but  not  if 
they  are  intended  as  a  loan.  .  .  .  We  hold  that 
the  petitioner  sustained  a  loss  of  $28,950.06  from  a 
debt  which  it  ascertained  to  be  worthless  and 
charged  off  in  1936." 


CONCLUSION 

The  findings  of  fact  and  conclusions  of  law  of  the 
District  Court  are  correct,  and  the  judgment  of  the  Dis- 
trict Court  should  be  affirmed. 

Respectfully  submitted, 

Robert  T.  Jacob, 

Randall  S.  Jones, 

917  Public  Service  Building, 
Portland  4,  Oregon, 

Attorneys  for  Appellee. 
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APPENDIX 

Internal  Revenue  Code: 

Sec.  23.  Deduction  from  Gross  Income. 

In  computing  net  income  there  shall  be  allowed 
as  deductions: 


(k)  Bad  Debts. 

(1)  General  Rule.  Debts  which  become  worth- 
less within  the  taxable  year;  or  (in  the  discretion 
of  the  Commissioner)  a  reasonable  addition  to  a 
reserve  for  bad  debts;  and  when  satisfied  that  a 
debt  is  recoverable  only  in  part,  the  Commissioner 
may  allow  such  debt,  in  an  amount  not  in  excess 
of  the  part  charged  off  within  the  taxable  year, 
as  a  deduction.  This  paragraph  shall  not  apply 
in  the  case  of  a  taxpayer,  other  than  a  bank,  as 
defined  in  section  104,  with  respect  to  a  debt  evi- 
denced by  a  security  as  defined  in  paragraph  (3) 
of  this  subsection.  This  paragraph  shall  not  apply 
in  the  case  of  a  taxpayer,  other  than  a  corpora- 
tion, with  respect  to  a  non-business  debt,  as  de- 
fined in  paragraph  (4)  of  this  subsection. 


(4)  Non-Business  Debts.  In  the  case  of  a  tax- 
payer, other  than  a  corporation,  if  a  non-business 
debt  becomes  worthless  within  tlie  taxable  year, 
the  loss  resulting  therefrom  shall  be  considered  a 
loss  from  the  sale  or  exchange,  during  the  taxable 
year,  of  a  capital  asset  held  for  not  more  than  6 
months.  The  term  '*non-business  debt"  means  a 
debt  other  than  a  debt  evidenced  by  a  security 
as  defined  in  paragraph  (3)  and  other  than  a  debt 
the  loss  from  the  worthlessness  of  which  is  in- 
curred in  the  taxpayer's  trade  or  business. 


(s)  Net  Operating  Loss  Deduction.  For  any  tax- 
able year  beginning  after  December  31,  1939,  the  net 
operating  loss  deduction  computed  under  Section  122. 
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Sec.  122.   Net  Operating  Loss  Deduction. 

(a)  Definition  of  Net  Operating  Loss.  As  used 
in  this  section,  the  term  "net  operating  loss"  means 
the  excess  of  the  deductions  allowed  by  this  chapter 
over  the  gross  income,  with  the  exceptions,  additions, 
and  limitations  provided  in  subsection  (d). 

(b)  Amount  of  Carry-Back  and  Carry-Over. 

(1)  Net  Operating  Loss  Carry-Back.  If  for 
any  taxable  year  beginning  after  December  31, 
1941,  the  taxpayer  has  a  net  operating  loss,  such 
net  operating  loss  shall  be  a  net  operating  loss 
carry-back  for  each  of  the  two  preceding  taxable 
years,  except  that  the  carry-back  in  the  case  of 
the  first  preceding  taxable  year  shall  be  the  excess, 
if  any,  of  the  amount  of  such  net  operating  loss 
over  the  net  income  for  the  second  preceding  tax- 
able year  computed  (A)  with  the  exceptions,  ad- 
ditions, and  limitations  provided  in  subsection 
(d)  (1),  (2),  (4),  and  (6),  and  (B)  by  determin- 
ing the  net  operating  loss  deduction  for  such  sec- 
ond preceding  taxable  year  without  regard  to  such 
net  operating  loss. 


(d)  Exceptions,  Additions,  and  Limitations.  The 
exceptions,  additions,  and  limitations  referred  to  in 
subsection  (a),  (b),  and  (c)  shall  be  as  follows: 


(5)  Deductions  otherwise  allowed  by  law  not 
attributable  to  the  operation  of  a  trade  or  busi- 
ness regularly  carried  on  by  the  taxpayer  shall 
(in  the  case  of  a  taxpayer  other  than  a  corpora- 
tion) be  allowed  only  to  the  extent  of  the  amount 
of  the  gross  income  not  derived  from  such  trade 
or  business.  For  the  purposes  of  this  paragraph 
deductions  and  gross  income  shall  be  computed 
with  the  exceptions  and  limitations  specified  in 
paragraphs  (1)  to  (4)  of  this  subsection. 
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